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THE RENEGOTIATION REFORM ACT OF 1977 



TUESDAY, ICABCH 20, 1077 

House op Representatives, 

Subcommittee on 
General Oversight and Renegotiation of the 
Committee on Banking, Finance and Urban Affairs, 

Washington^ D,C. 

The subcommittee met at 12 :25 p.m. in room 2128 of the Rayburn 
House Office Building; Hon. Joseph G. Minish (chairman of the sub- 
committee) presiding. 

Present : Representatives Minish, Allen, Gonzalez, Annunzio, Spell- 
man, Grassley, Hansen, and Rousselot. 

Mr. Minish. The subconmiittee will come to order. 

Today the Subcommittee on Greneral Oversight and Renegotiation 
begins 3 days of hearings on H.R. 4082, the Renegotiation Reform Act 
of 1977. This legislation is virtually identical to H.R. 10680, which was 
passed on January 29, 1976 and which was the subject of extensive 
hearings before this panel during 1975. 

Unfortunately, opponents of a strong and effective system of rene- 
gotiation succeeded in killing this bill on the Senate side. I am pleased 
to note, therefore, that this year jurisdiction over renegotiation has 
been transferred from the Senate Finance Committee to the Banking 
Committee, chaired by my able colleague and good friend, the Senator 
from Wisconsin. 

H.R. 4082 would revive the authority for renegotiation retroactively 
to last September and make the act itself permanent. The Renegotia- 
tion Act has been extended 14 times since 1951. These short-term exten- 
sions have adversely affected the operation of the Renegotiation Board 
by discouraging the development of long-range planning, long-range 
programs, and the recruitment of a high caliber profession staff. 
By making the act permanent, we will alleviate these problems and 
provide continuous assurance that the American taxpayer is not being 
overcharged in his investment in our Nation's defense. 

Other important provisions, in brief, include the granting of sub- 
pena power to the Renegotiation Board and its regional boards in 
order that they may have access to sufficient and adequate inf orniation 
on which to base their decisions. The bill also requires audits of infor- 
mation submitted to the Board, in order to insure that the Board has 
accurate data on which to determine whether or not a contractor has 
realized excessive profits. The General Accounting Office has amassed 
data submitted to the Board and has concluded that financial state- 
ments by contractors are often not only misleading but also inaccurate. 
At present, the Board conducts only superficial reviews of contractor 

(1) 
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filings and actually clears billions of dollars of defense sales each 
year without audit verification of the figures. 

Since a 200-man Renegotiation Board staff cannot adequately audit 
all contractor filings, the bill provides that the Board may call on tiie 
DOD or other procurement agencies for audit support. The DOD 
already had 3,006 auditors who are responsible for checking defense 
contractor cost figures. By using these auditors who already have much 
of the information needed to check out contractor renegotiation filings, 
it is practical to obtain the necessary audits without creating large 
new staffs. 

Under the legislation, renegotiation will be conducted by division 
and major product line within a division. This provision should be 
especially effective in preventing the large conglomerates from aver- 
aging profits and losses from unrelated product lines in order to escape 
the renegotiation process. Product line renegotiation also recognizes, 
since the Renegotiation Act was first passed in 1951, the structure and 
competitiveness of American businesses has drastically altered. Today, 
imlike 1951, we have a large nimiber of very large corporations engaged 
in a multitude of unrelat^ businesses. 

In order to insulate the Board from political pressures the bill 
grants staggered 5-year terms for Board members and provides that 
no more than three members may be from the same political party. 

Presently, a large proportion of the filings with the Renegotiation 
Board are tardy. The bill, therefore, provides civil sanctions for con- 
tractors who fail or refuse to file required information with the Board. 

The measure modifies the standard commercial articles exemption 
and repeals the oil and gas exemption. In addition, it increases the 
minimum amoimt subject to renegotiation from $1 million to $2 
million, thus allowing many of the smallest Government contractors 
who now pay a disproportionate share of excessive profit determina- 
tions to escape the process entirely. This minimum filing floor has not 
been raised since 1956. 

In conclusion, let me comment that it is clear to me and I am sure 
to the other members of the subcommittee that a concerted effort is 
under way by special interests to kill the Renegotiation Act and to 
abolish the Renegotiation Board. Let me assure you they are not going 
to succeed. However, it is also clear that we who represent the Aineri- 
can taxpayer should and must do our utmost to see that the act is 
continued and the defense contractors do not make excessive profits 
on materials relating to the Nation's interest and the national security 
of our countrv. 

[The text of H.R. 4082 follows :] 



Digitized by 



Google 



95TII COXGRESS *• a.^ Ar\.r%^^ 

■„s».„ H. R4082 



IN THE norSE OF RErRESENTATIVES 

Fkbri'ary 24, 1077 

Mr. MiNitiU (for himself, Mr. Evans of Indiana, Mr. (Jonzai.ez, Mr. Axxrxzio, 
Mr. Allex, Mr. Mrn'iiw.L of Marylantl, Mi-s. Spkixmax, Mr. McKixxey, 
Mr. Brooks, aiul Mr. Ukiks) intriHluciMl the following bill; whicli was 
referred to the Comniitteo on Hankin<^, Finance and Urban Affairs 



A BILL 

To revise and extend the Renegotiation Act of 1951. 

1 Be it enacted by the Senate and House of Representa- 

2 tives of the United States of America in Congress assembled, 

3 SECTION 1. SHORT TITLE. 

4 This Act may be cited as the "Renegotiation Refoim 

5 Act of 1977". 

6 SEC. 2. REMOVAL OF TERMINATION DATE; DEFINITION 

7 OP EXCESSIVE PROFITS; DEFINITION OP DE- 

8 PARTMENT. 

9 (a) Removal of Termination DATE.—Section 102 

10 (c) of the Renegotiation Act of 1951 (50 U.S.C. App. 

11 1212(c)) is amended by strildng out paragraph (1) and 
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1 (K) <^>o >3i«ll be deemed to have been ap- 

2 fiVrnt^^ for 41 iticnu ending December 31, 1982; 
S ^< >de%i«it<^ ^y the President on December 31, 1977. 

4 ¥Viir |Wi^f»^t!^ ^ tlife i>aragraph, any individual who is 

5 Ji^f^f»6}ift'l^ vMt w before December 31, 1977, to the 
^ ^5v^«iit?a^^^i^^^ Board and who has not been confirmed 
^ ^ ^W I^uiiite on or before such date shall be treated 
^ iitis. ^ u^iuUer of such Board on such date. 

V^ 55i«\\ 4 I^IH>C£DURES FOR RENEGOTIATION. 

W IS^'lUm 105(a) of the Renegotiation Act of 1951 (50 
iV V.S.(\ App. 1215(a) ) is amended to read as follows: 
VI •*SUH\ 10ft. RENEGOTIATION PROCEEDINGS. 

U ** (a) In General.— 

U **(1) Proceedings before the board. — Kene- 

15 gotiation proceedings shall be commenced after the mail- 

lU ing of notice of the proceedings, in such form as may be 

17 prescribed by regulation, by registered mail or by certi- 

18 fied mail to the contractor or subcontractor. The Board 

19 shall either (A) make an agreement with the contractor 

20 or subcontractor with respect to the elimination of exces- 

21 sive profits received or accrued, and with respect to such 

22 other matters relating thereto as the Board deems advis- 

23 able; and any such agreement, if made, may, with the 

24 consent of the contractor or subcontractor, also include 

25 provisions with respect to the elimination of excessive 
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3 

1 Not more than three members of the lloai'd may be meinbei's 

2 of the same poUtical party.". 

3 (b) Effective Date and Tkansitional Rule.— 

4 (1) In general. — The amendment made by this 

5 section shall only apply to members appouited to the 

6 Renegotiation Board on or after January 1, 1978. The 

7 President shall make appointments to the Renegotia- 

8 tion Boai'd on or after January 1, 1978, in a manner 

9 which will permit the composition of the Renegotiation 

10 Board to meet the requirements of the last sentence of 

11 section 107(a) of the Renegotiation Act of 1951 (as 

12 amended by subsection (a) ) in the shortest possible 

13 time. 

14 (2) Transitional RULE.— Of the individuals who 

15 are members of the Renegotiation Board on Decem- 

16 ber 31, 1977— 

17 (A) one shall be deemed to have been ap- 

18 pointed for a term ending December 31, 1977; 

19 (B) one shall be deemed to have been ap- 

20 pointed for a term ending December 31, 1979; 

21 (C) one shall be deemed to have been ap- 

22 pointed for a term ending December 31, 1980; 

23 (D) one shall be deemed to have been ap- 

24 pomted for a term ending December 31, 1981; and 
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10 

1 (e) Study and Investigation. — The Renegotiation 

2 Board shall conduct a comprehensive study and hivestigation 

3 of the cost and pricmg data submitted to the Board pertain- 

4 ing to the mandatory exemptions for standard commercial 

5 articles and durable productive equipment. A report of such 

6 study with particular reference to the profitability of the 

7 exempted items shall l)c submitted to the Congress on or 

8 before December 31, 1977, together with such recom- 

9 mendations as it deems appropriate. 

10 SEC. 6. MINIMUM AMOUNT SUBJECT TO RENEGOTIATION. 

11 (a) Section 105 (f) of the Renegotiation Act of 1951 

12 (50 U.S.C. App. 1215 (f ) ) is amended— 

13 ( 1 ) in paragraph ( 1 ) by inserting ", or $2,000,000 

14 in the case of a fiscal year ending after September 30, 

15 1977'' after "June 30, 1956" each time it appears 

16 therein; and 

17 (2) in paragraph (3) by inserting "the $2,000,000 

18 amount," after "the $1,000,000 amount," the first time 

19 it appears therein, and by adding at the end the follow- 

20 ing sentence : "In the case of a fiscal year beginning on 

21 or before the termination date and ending after the ter- 

22 mination date, the $2,000,000 amount shall be reduced 

23 to an amount which bears the same ratio to $2,000,000 

24 as the number of days in such fiscal year before the 

25 close of the termination date bears to 365.". 
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11 

1 (b) Section 105(f) (2) and section 105 (f) (3) of the 

2 Benegotiation Act of 1951 are amended I)y striking out 

3 "S25,000'' each time it appears therein and inserting in lieu 

4 thereof "$50,000". 

5 SBC. 7. PENALTIES FOR FAILURE TO FILE CERTAIN 

6 STATEMENTS OR FOR FILING MISLEADING IN- 

7 FORMATION. 

8 (a) General Rule.— Section 105(e) of the Renego- 

9 tiation A<jt of 1951 (50 U.S.C. App. 1215 (e) ) is amended 

10 by striking out the last sentence of paragraph ( 1 ) and by 

11 adding at the end of such subsection the following new 

12 paragraph : 

13 "(3) Penalties.— 

14 '*(A) Failure to file.— Any person who 

15 knowingly fails or refuses to file or funiish any 

16 statement, information, records, or data on or before 

17 the date on which such person is required under 

18 paragraph ( 1 ) to file or furnish such statement, in- 

19 formation, records, or data shall be subject to a civil 

20 penalty (not to exceed $100,000 for any such fail- 

21 ure) of $100 for each day thereafter occurring be- 

22 fore the day on which such person files or furnishes 

23 such statement, information, records, or data in ac- 

24 cordance with paragraph ( 1 ) . Such penalty shall be 

25 assessed by the Board and may be collected in a civil 
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1 action brought by the United States in a United 

2 States district court under section 1355 of title 28, 

3 United States Code. 

4 "(B) False OB MISLEADING INFOEMATION.— 

5 Any person who knowingly furnishes any statement, 

6 information, records, or data pursuant to paragraph 

7 (1) containing information which is false or mis- 

8 leading m any material respect shall, upon convio- 

9 tion thereof, be punished by a fine of not more than 

10 $50,000 or imprisonment for not more than one 

11 year, or bodi.". 

12 (b) Effective Date. — The amendments made by 

13 subsection (a) shall take efifect on January 1, 1978. 

14 SEC. 8. INTEREST ON AMOUNT OF EXCESSIVE PROFITS. 

15 (a) General Rule.— Section 105(b) (2) of the Ee- 

16 negotiation Act of 1951 (50 U.S.O. App. 1215(b) (2) ) is 

17 amended to read as follows: 

18 '*(2) Intebest.— 

19 " (A) In OENBK.VL.— Interest on the amount of 

20 excessive profits determined for any fiscal year (or 

21 such other period as may be determined by the 

22 Board) shall accrue and be paid at the per annum 

23 rate determined under subparagraph (C) for the 

24 period beginning after the last day of such fiscal year 
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1 (or suili otliiT i>eriocl), aiul from mk-Ii la^i cliy to 

2 the dale uf payiuout or nrovery. 

3 **(B) Amounts keqiested to uk with- 

4 HELD. — Interest on any amount rtMinircd to W witli- 

5 Iiold liy any person or subcontractor for llic a*i*ount 

6 of the United States pursuant to para^rapli ( 1 ) ((') 

7 shall accrue and be paid at the i)er annum nile deter- 

8 mined under subparagraph (C) for the period he- 

9 ginning after the last day of such fiscal year (or such 

10 other period) on the date on which payment of such 

11 anumnt is demanded hy the SiMictarics or any of 

12 them, and from such date to the date of payment or 

13 recovery. 

14 "(C) Interest kate.— On July 1 and De- 
is cember o 1 of each year, the Secretary of the Treas- 

16 uiy shall specify an interest rate which shall be 

17 applied for purposes of the subsection to excessive 

18 profits and amounts required to be withheld, taking 

19 into consideration current private commercial rates 

20 of interest for new loans maturing in approximately 

21 5 years.". 

22 (b) Technical Amendment.— Section 108 of such 

23 Act (50 TJ.S.C. App. 1218) is amended by striking out 
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1 ''the next to the last snittmr of section 105(1)) (2)'' 

2 and insertin<^ in lien thereof ''section 105 (h) (2) (C).". 

3 (c) Ekfectivi-: Date. — The iunentbnent made hy this 

4 section sliall apply to iiscal years (as defined in section !()»> 

5 (I)) of the Renegotiation Act of 1951) or other periods 
G endino- after the date of the enactment of this Act. 

7 SEC. 9. AMENDMENTS RELATING TO AUTHORITY AND 

8 FUNCTIONS OF THE CHAIRMAN. 

f) (a) Appointment of Pek«onnel by the Ciiaik- 

10 ^FAX.— 

11 (1) The second sentence of section 107(c) of the 

12 Keneo-otiation Act of 1951 (50 U.S.(\ App. 1217 (c) ) 

13 i^ amended by striking* out '*The Board'' and inserting 

14 in heu tliereof tlie foHowing: ''Subject to such ndes as 

15 may be adopted by the Board, the Chairman''. 

K) (2) The third sentence of section 107(c) of the 

17 Kenegotiation Act of 1951 (50 U.S.C. App. 1217(c) ) 

18 is amended by striking out *'The Board*' and inserting 

19 in lieu thereof tl)e folh)wing: ''Subject to such n\]v:i as 

20 may be adopted by the Board, the Chairman". 

21 (b) AlTHOIMTY AND FlNCTIONS OF THE ClIAIR- 

22 MAX.— Section 107 of the Benegotiation Act (»f 1951 (50 
2:5 r.S.C. App. 1217) is amended by adding at the end thereof 
24 tlie following new subsection : 
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2 MAK.— 

3 **{!) 1^' CKXEiLAL. — Tbf- r^QumiaL o: tut BoAnd 

4 sball be m chief cxecatirt cfteer and AmU direr tiic 

5 ocecTitive fmictioB< oi tht Board. iriiicL mdada ha\ sn 

6 BOt limited u* iht snpenisioi. oi iterKcninel. tii€- di^triho- 

7 tioii of basines^ amoii^ sbcL peFfXHme] and aB^m$[ tin- 
6 administxutiTe mati^ of tin* Bon^. and tbc di^hatimi 
9 of funds. The CSiainiiaii ma^' dtJegate tr* moy offieer or 

10 cdteere of the Bosid any faneuarj or }»ower ^rauted Ui 

11 Ae CStanman miderlhif' AcL 

12 "(2) fe^BClPic LTiOTATiOKfi.— Tlie prepBHition 

13 and revision of budget e^sanmu^ and iht dc^u^nuination 
14^ of fte distribution of appropriatad monej^ acivirding Ui 

15 major jnxigmms and jmrpom^ shall lie carried ont bj- 

16 the Boai^". 

1^7 (c) Pay of the Chajemak ajtd Othter Members 

18 OF THE BOABD. — Bie ioorfii sentence frf fsection 107 (a) of 

19 the Benegotiation Act of Iftil (50 Ij.S.C. App. 1217 (a) ) 

20 is amended to read a?? frflow«: *^Tbe Chairman shall roooivo 

21 compensation at the rate of basic pay in effect for level IV 

22 of the Executive Schedule, and the other meml>ei's shi^U 

23 receive compensation at the rate in effect for level V of the 

24 Executive Schedule.". 
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1 SEC. 10. AMENDMENTS RELATING TO ADMINISTRATION 

2 AND POWERS OF RENEGOTIATION BOARD. 

3 (a) Grant of Subpena Powbb.— Section 107 of 

4 the Kenegotiation Act of 1951 (50 U.S.C. App. 1217) is 

5 anieiuled ))y adding at the end thereof the following new 

6 suhsection : 

7 "(g) Issuance OF SunpENAS.— 

8 " ( 1 ) In GENERAL. — A majority of the full member- 

9 ship of the Board or a majority of the Regional Board 

10 shall hnve tlie power to issue subpcnas requiring the pro- 

11 duction of any records, books, or other docimicnts relat- 

12 ing to the Board's functions under this title. 

13 "(2) Enforcement of subpena.— If a person 

14 issued a subpena under paragraph (1) refuses to obey 

15 such subpena or is guilty of contumacy, any district or 

16 ten-itorial court of the United States within any judicial 

17 district within which sucli person is found or resides or 

18 transacts business miay (upon application by the Board) 

19 order such person to produce the records, books, or other 

20 documents required to be produced under such subpena. 

21 Any failure to obey such order of the court may be 

22 punished by such court as a contempt thereof. 

23 "(3) Manner of service.— The subpenas of the 

24 Board sliall be sciTed in tlie manner provided for sub- 

25 penas issued ))y a United States district court under 
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1 the Federal Rules of Civil Procedure for tlie United 

2 States district courts. 

3 "(4) WiiEBB SERVED. — All process of any (*ourt 

4 to which application may be made under this subsection 

5 may be served in any judicial district wherein the per- 

6 son required to be served resides or may be found or 

7 transacts business.". 

8 (b) Audit of Fixaxcial Statements, Books, 

9 AND Records. — Section 105(e) (2) of the Renegotiation 

10 Act of 1951 (50 U.S.C. App. 1215 (e) (1) ) is amended to 

11 read as follows: 

12 "(2) Audit of financial statements, books, 

13 and records. — ^Every financial statement submitted 

14 pursuant to paragraph ( 1 ) shall be verified by an audit 

15 performed by the Board or its authorized audit repre- 

16 sentative. For the purpose of this title, the Board and its 

17 authorized audit representative shall have access to and 

18 die right to examine and audit the books and records of 

19 any contractor or subcontractor subject to this title to the 

20 extent necessary to determine the accuracy and validity 

21 of such financial statements. In the interest of economy 

22 and die avoidance of duplication of inspection and audit, 

23 any Government department or agency holding contracts 

24 subject to this Act shall, upon request by the Board, 

25 provide audit support as necessary to verify such finan- 
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1 cial statements. The services of the Internal Revenue 

2 Service shall, upon request of the Board and with the 

3 approval of the Secretary of the Treasury, he made avail- 

4 ahle to the extent detennined hy the Secretary of the 

5 Treasury, to assist in such examinations and audits.". 

6 (c) Reports to tiik Secketakiks of tiie Dkpaut- 

7 MENTS.— Section 15 of such Act (50 r.S.C. App. 1215) 

8 is amended by adding at the end thereof the following new 

9 subsection: 

10 " (h) Reports to tue Secretaries of tue Pepart- 

11 MENTS.— The Board shall, not later than 90 days after 

12 September 30 of each calendar year beginning after 1977, 

13 submit to the Secretary of each Department a report which 

14 shall contain — 

15 " ( 1 ) a summaiy of each financial statement filed 

16 with the Board under subsection (c) during the 12- 

17 month period ending on September 30 of such calendar 

18 year (or in the case of September 30, 1978, the 13- 

19 month period ending on such date) by a contractor or 

20 subcontractor who for the fiscal year for which such 

21 statement was filed received or accrued amounts imder 

22 contracts with such Department or subcontracts under 

23 contracts with such Department ; and 

24 "(2) such other information as the Board deter- 

25 mines to be appropriate.". 
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1 (d) AXNTAL Se\IEW by THB GbNBRAL ACCOINT^ 

2 INO Office.— Section 107 of sudi Art (50 U.S.C. App. 
2 1217) is amended by adding at the end thereof the following 

4 new subsection: 

5 "(i) Annual Review by General Acxovntiko 
'6 Office. — ^The General Accounting Office shaQ conduct an 

7 annual review of the activities and operations of the Board 

8 and submit a report on such review to the Congress.". 

9 (e) Effective Date. — ^The amendments made by 

10 this section shall take effect on the date of the enactment of 

11 this Act, 

12 SEC. IL amendment RELATING TO WITNESS FEES. 

13 (a) Eepbal of Payment of Witness Fees.— The 

14 fifth sentence of section 108 of the Bencgotiation Act of 

15 1951 (50 U.S.O. App. 1218) is repealed. 

16 SEC. 12. REFUNDING OF OVERCOLLECTTONS. 

17 Section 108 of such Act (50 U.S.O. App. 1218) is fur- 

18 ther amended by adding at the end thereof the following 

19 new subsection: 

20 "Any such refund shall be paid to the contractor or 

21 subcontractor in the manner prescribed by section 724a of 

22 title 31, United States Code, for payment of any other final 

23 judgments rendered by the Court of Claims against the 

24 United States— 

25 "(1) Refunds (not in excess of $100,000 in any 
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1 one case) shall be paid out of any general appropriation 

2 therefor, on presentation to the General Accounting Of- 

3 fice of a certification of the judgment pursuant to section 

4 2517 of title 28, United States Code; and 

5 "(2) Refunds (in excess of $100,000 in any one 

6 case) shall be paid by the Department of the Treasury 

7 upon application and presentation of original transcripts 

8 of judgments for certification to Congress for appropria- 

9 tion pursuant to section 2518 of title 28, United States 

10 Code,", 

11 SEC. 13. REPORTS TO CONGRESS. 

12 The first sentence of section 114 of. the Eenegotiation 

13 Act of 1951 is amended by striking out '^January" the 

14 second tiine it appears therein and inserting in lieu diereof 

15 ''April" and by striking out ''June" and inserting in lieu 

16 thereof "September". 

n SBC. 14. AUTHORIZATION. 

18 There are hereby authorized to be appropriated such 

19 funds as may be necessary to carry out the purposes of this 

20 Act- 
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Mr. MixiSH. We have many witnesses scheduled for the next 3 days. 
I would a^ therefore, that witnesses trv to limit their oral presenta- 
ticm to less than 10 minutes, although, oi course^ they may submit any 
information they desire for the record. 

Our first witness today will be — and I would appreciate the mem- 
hers if they are scheduled, maybe if they could come up to the witness 
table, particularly the Members of Congress, who I am sure have 
other business to take care of. 

Before prooeedinff with my colleagues. I want to ask the ranking 
minority member whether he cares to make a statement. 

'Mr. Ghassixt. Yes; thank you. Mr. Chairman. 

Before we commence these hearings. I do have a few things that I 
would like to say cm this general subject of renegodaticHi. First I 
want to thank you* Mr. Chairman, for your coc^ration in the devel- 
oping of the witness list. You have been very fair to us on the minor- 
ity. I am hopeful that all members of the subcommittee will make an 
effort to attend these hearings. Because we are dealing with a veiy 
complex and an often misunderstood subject. 

The witnesses that are scheduled diould be helpful in educating ub, 
the members of this subcommittee. 

Mr. Chairman, I suppose you have also been asked, as I have, to 
submit statements for the record for persons who are unable to testify 
personally. I ask unanimous consent at this point that I be permitted 
to insert these statements and ask that the staff be instructed to review 
the material so we don't duplicate each other. 

Mr. MxNiSH. Without objection, they will be. 

Mr. Grasslet. It seems to me that there are two basic questions we 
need to ask about renegotiation. Do we need it in peacetime and is 
there any way it can work? I submit that the answer to both is ^o.^ 

In over 25 years of existence* the Rene^tiation Act has not once 
been subjected to a comprehensive analysis of its stated policies and 
procedures. This Congress has a rare opportunity, now that the Be- 
n^otiation Act has expired, to test the concept of sunset legislation. 
We can do that by reviewing the current requirements of the renego- 
tiation process and its consequences for our national defense capa- 
bilities. I submit that this review will conclusively show that the 
demise of the Renegotiation Act will save the American taxpayer sub- 
stantial sums of money and improve the competitive situation as re- 
gards defense procurement. 

The Department of Defense has recently completed a significant 
study entitled "Profits 76" which outlines the problem currently exist- 
ing in attracting contractors to bid for the production of defense- 
related goods and equipment. 

Government contractors complain that an average profit of 5 per- 
cent is insuffici^it return for their efforts and that bureaucratic red- 
tape requiring more manhours to complete forms has cut profit mar- 
gins even further. 

The study concludes that unless action is taken to improve the 
attractiveness of defense-related contracts, a serious problem could 
develop in meeting the demands of a strong national defense posture. 
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I doubt there is any Member in this Congress who would argue 
against the need for a renegotiation process involving defense con- 
tracts during a mobilization effort. However, according to the "Profits 
76" study, in peacetime the Eenegotiation Act is severely hampering 
the efforts of the Defense Department to attract contractors because 
they can make larger profits in the private sector without the "hassle" 
of burdensome Federal reporting. 

The Federal Commission on Paperwork, in a recent letter to the 
chairman of the Senate Finance Committee, noted that H.R. 10680, 
The Renegotiation Act Amendments of 1975, as passed by the House 
in the 94th Congress, had the potential for "creating an unmanage- 
able paperwork and administrative situation for both the Grovem- 
ment contractors and the agencies involved." It is my understanding 
that the Commission on Paperwork will be submitting a statement 
on H.R. 4082, which is substantially the same legislation as the Houae- 
passed H.R. 10680, and will outline the impact of this potentially 
burdensome legislation. 

Mr. Chairman, we have received no statement from the Office of 
Management and Budget as to its position on this legislation. The sub- 
committee must determine if the Federal manpower estimates for 
this legislation, which vary anywhere from 200 to 4,000 additional 
Federal employees, comply with the President's stated reor^ranization 
objectives. I recall that the President committed himself during the 
campaign to reducing the level of regulation and Federal involve- 
ment in the operation of small businesses. We have also been told 
that the President does not take lightly the campaign promises that 
were made. It will be interesting to see how this apparent conflict 
is resolved. I cannot see President Carter favoring congressional ac- 
tion which will further entangle America's small businessman in bu- 
reaucratic redtape. 

This legislation contains an amendment which would require that 
Grovemment contractx)rs report their renegotiable sales to the Renego- 
tiation Board by product line rather than in aggregate fiqrures. 

An example of the paperwork and manpower burden created by 
this amendment was cited in a recent letter from the DuPont Corp. 
to the Paperwork Commission. 

DuPont currently reports to the Renegotiation Board on its con- 
<^rncts to produce nylon stockings for the women in the Armed Forces. 
An agreement was reached between the Board and DuPont that 
rather than reporting on every variation of the product, 15 standard 
classifications would be allowed. However, if the product line amend- 
ment were to be enacted, the 250 variations for each of the 15 classifi- 
cations, would require a separate report for each variation. With Du- 
Pont currently spending 2,000 man-hours in complying with Renego- 
tiation Board reporting requirements, it is easy to see the disastrous 
impact of even more excessive reporting requirements on corporations 
like DuPont and their subsequent reluctance to enter into future 
agreements. 

Since 1951, when the Reneerotiation Act was enacted, significant 
legislation has developed in the area of Federal procurement proce- 
dures which further protect the Federal Government from entering 
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into unwise and exorbitant contracts. Oi'^er 200 separate statutes con- 
tained in title 10 of the T'^nited States Code, the Cost Accounting 
Standards Act, the Truth in Negfotiations Act, and the »3,400 auditors 
of the recently created Defense Contract Audit Agency (DCAA) have 
but one purpose — ^to protect and insure that the U.S. Grovemment pay 
a fair price, as determined by a competitive market, for the goods and 
services it receives. 

In my view, the Congress should achieve the goal of a fair price 
by amending the procurement laws rather than revising the renego- 
tiation process. We should place our emphasis on agencies like DCAA, 
which returns a saving of $20 to the taxpayer for every dollar expended 
by that agency. 

The argument has been made that the powers of the Benegotiation 
Board need to be strengthened in order to prevent the giant corpora- 
tions such as a Lockheed or a Boeing from entering into secret price- 
fixing agreements with each other to restrict competition and guaran- 
tee excessive profits. 

If this were in fact the case, then the responsibilitv for correcting 
this problem should be placed upon the Antitrust Division, the en- 
forcement arm of the Department of Justice, or perhaps the Federal 
Trade Commission, but certainly not the Benegotiation Board. 

The final point I wish to make is that the "red flag" of excessive 
profits of big business has been waved wildly in the past while no one 
seems to have a precise definition of what constitutes an excess profit. 

I would hope that the hearings being held by this subcommittee 
in the next 3 days will provide a basis for reaching a conclusive deter- 
mination which will end the excess profits controversy. 

Thank you, Mr. Chairman. 

Mr. MiNiSH. Thank you, Mr. Grassley. 

Let me make at least one comment on your statement. As you recall 
2 years ago, the OMB opposed the bill. If nothing else, we got at 
least the present OMB neutralized. We haven't heard one way or an- 
other, so we consider that at least an improvement over what happened 
2 years ago. 

I appreciate having mv colleapiies here, and recognizing, Mr. Mc- 
Closkey, would you like to lead off. 

STATEMENT OF HON. PATH N. McCLOSKEY, JE., A EEPEESENTATIVE 
IN CONOBESS FBOH THE STATE OF CAUFOBNIA 

Mr. McCloskey. Mr. Chairman, I want to thank you for allowing 
me to be the leadoff witness today, more so because I speak in opposi- 
tion to the bill you have introduced, H.B. 4082, the proposed He- 
negotiation Bef orm Act of 1977. 

I would like to respectfully suggest as an alternative to renewing 
and reforming the present Benegotiation Board's powers that your 
subcommittee place the Benegotiation Board on a standby basis, to be 
reactivated only upon Presidential determination that a national 
emergency has arisen which justifies reinstituting the renegotiation 
process. 
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If there will ever be a time when democratic govermnents can re- 
duce their own size and complexity, it is now, in the early days of a 
new administration which made a campaign pnmiise to <k) just that. 

The orij^inal Renegotiation Act had its ^nesis in 1942 at a time of 
grave national emergency, when contracts nad to be negotiated under 
stress and in great haste, when the Grovemment's immediate necKl for 
services and materials transcended all other considerations. Under 
these circumstances, renegotiation to recover excess profits was justi- 
fied and necessary. 

The same circumstances existed in 1951 when the present act was 
enacted. As in 1942, we were in the first year of a major war. Con- 
tracts were being executed under special emergency circumstances, and 
a special law to balance the equities between the parties was clearly 
in order. 

Today, however, there is no such urgency. Government procure- 
ment officers are experienced, competent, and under few if any time 
pressures. The principles of contract law are rooted deep in our his- 
tory and are well understood by the most recent law school graduates. 
The need to renegotiate a contract is a concept which has no place in 
a society where the contracting parties meet in dispassionate and 
quiet negotiations under no pressure to meet or accept an offer. 

Since 1951, Congress has enacted a whole series of additional laws 
calculated to prevent fraud and deception against the Government in 
both the negotiation and performance of contracts. 

The Truth in Negotiation Act, section 719 of the Defense Produc- 
tion Act, and the host of requirements codified in title X of the United 
States Code all operate in favor of the Government to require fair 
negotiation and fair reporting by contractors. 

Why, then, should there be a special law in nonemergency circum- 
stances to give the Government a special remedy? 

What showing has any witness made before the subcommittee that 
any contract executed by the Government under peacetime conditions, 
where the contractor complied with all of these laws to protect the 
Grovemment, resulted in inordinate profits to the contractor? 

And if the contractor has not complied with these laws, if he has 
not submitted accurate, complete, and current cost or pricing data, 
if he has not disclosed cost-accounting practices, there are standard 
legal remedies for the Government just as in the case of any other per- 
son who has been injured by breech of contract or violation of law. 

I submit, Mr. Chairman, that in peacetime the whole concept of 
contract renegotiation is fallacious. There is no emergency to justify 
it. In those cases of novel, complex, and experimental new weapons or 
scientific systems, the Grovemment is free to enter into contracts on any 
basis it wishes — cost-plus, fixed price, fixed price incentive, or other- 
wise. The Government can calculate precisely what kind of contract 
it wishes in order to obtain the best advantage for the people of the 
United States. 

But having done so, why should the Government need additional 
advantages? 

Fairness of negotiation and performance is not a problem when no 
emergency exists. 
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If DO faimcK proc>«»n Arises, vikit eo.xhxiiiv-' Ivctectc^ cciu Sr mni 
to arise from lae own::oci of the *ct • 

From the Reaecociaxior. Boani s ".Aa^ rv|x>n of IVoeuiivr <:» :^T\>v \% 
appears thai in ll*76 soqw 4«5o>;> oonimoton? nievi wtih liw* lx>Ar\i: ^o 
contractors — aboat 1 {wrvvm of chis numN?r — w^^rv ^Wfertiiiti^i u* S«\v 
made exoessire produw Of ihe 4**v^ til::ijps :i.M I ^ifiv a^oM'thxi^ ivpjv* 
sentiiigsome £24 billion in renefpociable ^les^ 

Of this iS4 billion, che Board decemiineii th^ic tiien^ ^vr\^ ^^wvtss 
profits of sli^tly over J^^ million. A^uniin^ a 10 |¥^nvnt n^iA^t 
able profit* which is one measure us^ bv t he Ma r it i iik^ Admtnisi rat u>t\« 
for example — if one were to a^ume tiiat ;^:24 bilhou in saK>s Allowtnt 
$2.4 biUion in acceptable profits, only $40 million or appn^xuuat^'lx 
1% percent of the total allowable prc^ts were found bv the IVxani to U^ 
excessiTe. 

And what were the costs to the taxi^ayer for this $40 uulHon |hv 
tential recovery? 

First, the co«t of the Board s operations for fis^^al li>Tt> won^ appi>^\ 
imately $5^ million. 

Second, the loss in corporate income taxes to the (lovonunent would 
be approximately half of the $40 million reduction in protit8, \\\\ addi 
tional $20 million. 

Third, there is the cost to the contractor, ^Mu^rally |>a«HHl on to tho 
Government, of complying with the act itself. Om iHwuiuiny in \n\ 
congressional district ^imated that the cost of iH>nipliamH^ with tlu^ 
act in 1976 came to over $160,000— about one-tenth of l jn^itHMU 
of their gross sales to the Govenunent of around $150 nuUion. 

This company, Hewlett-Packard, does a gross business of $1 billion 
a year 

Mr. MiNisH. Would you repeat the name of that company/ 

Mr. McCloskey. Hewlett-Packard does a gn>HH husinitw of #1 bil 
lion a year with roughly 15 percent of its siUcns to the Govenunont. 
Its board chairman, former Deputy Secretary of Defenm* I)avi<l 
Packard, has seen the act in operation from i)otii sides and is of tlie 
opinion that Hewlett-Packard's experience transiiited a<M'oHs tin* isHinl 
to all of the contractors doing business witli t he ( Joveriunrnt probably 
results in a cost to the Government in ex<»<»ss of $.'jr»() million. 

For example, if the average per-contractor cost wen* only half that, 
of Hewlett-Packard's, which is $1 f>(),(KK)— or $H(),(K)() a year, <hf total 
cost for the 4,559 contractors filing with the HoanI wonhl coint* to 
approximately $365 million, some of which is pass4*(l on to the Govi^rn 
ment and the balance to the American consumer. 

If the subcommittee will lcK)k at tin* list of MJ foiiipanii's found by 
the Board to have made excessive profits sinr^^ IJ)76, the lti*rii*gotialion 
Act begins to look more like an anti-Small Husiness AH than a law to 
deny excessive profits to largi^ r-orfKirations. 

I went through this list. Mr. C*hairman. of th<' 4<» ''^imiiani*-.: and it 
includes the National Pn*sto IndustrH'S of Kaii rhiin*. W'm.: I'i'tn 
broke. Inc.. of Egg Harlxir City. .V.J.: Tna/a (*ovti.. of Gr<<'n villi*, 
Tenn., which had two rontraHs n-negotiati-d: and Midlin:-. I>'ttf To 
bacco Co., Mullins, S.f\, al.Vi having two t'ouirtuth r<'n<'gotiati'ii, N'm«* 
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of these 46 companies would be listed among the household names of 
the Government contracting industry. 

Under these conditions, ]V&. Chairman, it seems well worthwhile to 
retire the Board to standby status, granting to the President the power 
to reactivate its procedures if and when he determines that emergency 
conditions have arisen which place the Government at a disadvantage 
in contract negotiations. I have offered a bill, H.R. 5257, to accom- 
plish this result. It is a simple bill that, instead of terminating the 
act, allows it 1o stay in existence pending Presidential determination. 

Hopefully, the standard principles of contract, the Truth in Negoti- 
ation Act, the 3,300 watchdogs in the Defense Contract Audit Agency, 
and the GAO will be adequate to protect the United States from harm. 

Abolishing the $51/^ million-a-year agency and 179 Government 
employees may not be the only step we can take to reduce the size and 
cost of unnecessary Government, but it is at least a start. 

If this action reduces the total cost of goods and services purchased 
by the Government and American consumers by anywhere near $350 
million, the resulting loss of after-tax excess profits of $20 million to 
small American businesses is neatly balanced by the recovery of an 
extra $20 million in Federal income tax revenues, and the saving of 
the $51/^ million in annual operating costs of the Board is an addi- 
tional bonus. 

I might add, in passing, that if the chairman's bill, H.K. 4082, is 
enacted, Hewlett-Packard estimates that the cost to their company 
and to the Nation will be tripled by the additional paperwork and 
compliance costs. 

I would like to submit for insertion into the record at this point, 
Mr. Chairman, a memorandum as to how these costs were computed 
by Hewlett-Packard. 

Mr. MiNiSH. So ordered. 

[The memorandum computed by Hewlett-Packard submitted for the 
record by Congressman McCloskey follows:] 
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Comments on the proposed "Renegotiation Reform Act of 1977", HR 4082 

L REMOVAL OF TERMINATION DATE 

The extension of the Renegotiation Act in either its former or proposed form would 
result in a continuing cost to HP, to other contractors covered by the act who sell 
to the Government, and to the Government. These continued costs aze not justified 
during peacetime by either need or benefit. 

A. The extension of the Renegotiation Act in its former form would result in a 

continuing annual cost to HP of $160,000 to $180,000, depending on the amount 
of follow-up costs, with no internal offsetting benefit. 

Specific cost elements are as follows: 

Labor costs, including fringe benefits, occupancy, etc. to identify each order 
as to renegotiable prime, renegotiable subcontract or non-renegotiable $60,000 

EDP costs to annually identify and summarize, by article, the renegotiable 
and non-renegotiable sales $21,000 

Labor costs, including fringe benefits, occupancy, etc. to initially prepare, 
review and file the Application for Class Exemption and the RB Form 1 with 
attachments and schedules. $77,820 

TOTAL $158,820 



If renegotiation by division and/or product line results in the preparation of a 
separate RB-1 with related schedules, attachments, etc., then the cost to HP 
could substantuaily increase to an initial filing cost of approximately $355,000 
or an increase of approximately $7,500 for each separate R3-1 (32 entities less 
5 sales regions and Corporate - 26 separate RB-l's). SpeciHc cost elements 
are as follows: 

Additional division EDP costs $1,500 

Labor costs, including fringe benefits, occupancy.etc. to prepare additional 
divisional working papers, schedules and RB Form I's. $6,000 

TOTAL Additional Divisional Costs $7,500 

These costs do not include the additional training costs for the divisional 
personnal, or the additional corporate costs to coordinate and review these 
filings. 
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C. In addition to the initial RB-1 preparation cotts, there are additional costs 

associated with the actual commencement of renegotiation by the Renegotiation 
Board. These cost are difficult to estimate but could easily cost $20,000 a year. 
As an example, during the year 1976 we spent from one to seventy man-days 
each month answering questions or complying with requests for additional 
information. 

During this period we were visited twice by members of the Renegotiation Board, 
and we made trips to both the Regional and Statuatory Boards. 

The total costs incurred during 1976, associated with this follow-up work on 
just one fiscal year filing, which has still not been finalized, is in excess of 
$18,000. We also incurred costs during 1975 and 1974 with regard to this 
same fiscal year filing. 

With the filing of separate RB-1 forms for each division or product line these 
follow-up costs would be significantly increased, possibly two to five times. 



n. ELIMINATION OF THE USE OF % OF COMPLETION METHOD 

This proposal would have no effect on HP as we do not use this accounting method. 
However, as the percentage-of-completion method and the completed-contract method 
are both generally recognized as good accounting methods for long-term construction 
type contracts, the elimination of the percentage-of-completion method does not appear 
justified. The percentage-of-completion provides for the periodic recognition of 
income/expense as the contract progresses rather than irregularly as the contracts are 
actually completed. Although this method does allow some uncertainity during the 
contract due to the estimation of the total costs or the portion (percentage) of the 
contract completed, these estimates are corrected when the contract is completed. 

Under the completed-contract method, the period costs such as general and administra- 
tive expense are generally not added to the contract costs, thus not properly matching 
revenue and expense. In addition, the completed contract method does not provide 
for the recognition of expected losses prior to the contract completion. 

Thus, the completed-contract method for long-term contracts may not always reflect 
the true current performance or the true performance of any one accounting period. 
Under the percentage-of-completion method the revenue and expenses of each period 
would be more representative of that period's performance. 

In addition, as the peroentage-of-completion method is allowable for tax purposes, if 
this method is disallowed for renegotiation,it could result in a major reconciliation 
between the tax return and the RB Form 1. 
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m. RBNBQOTIATiON BY DIVISION AND/OR PRODUCT LINE WITHIN A DIVISION 

As HP ii in many wyt a vertically intesratad company, telling many products between 
its segments (be they divisions, entities or departments), the application of product line 
renegotiation would result in: 

A. Serious difAculties as to specific segment/product line identification of product 



1. Would require either significant increase in accounting documentation and 
change in current accounting procedures or increased use of cost allocations 
with no internal benefit. 

B. Oreate additional accounting burden as to reporting in required segments. 

1. Segments or product line distinctions are not clear and are continually 
subject to change. 

2. Inter- and intra-divisional transactions would tend to distort any segmental 
analysii. 

3. Product lines often include several divisions as well as foreign subsidiaries. 

C. Renegotiation by division or product line within a division would increase the 
desirability of setting up a separate company to sell to the government and thus 
reduce current efficiencies and benefits derived by the government in our current 
organizational structure. 

1. Would also reduce current practice of accepting government orders with small 
profit margins knowing that it can be made up by higher profit sales on 
other products or sales by other divisions. 



IV. STUDY NEW DURABLE PRODUCTIVE EQUIPMENT (N.D.P.E.) EXEMPTION FOR 
POTENTIAL ELIMINATION 

The former Renegotiation Act provided for a partial exemption for prime and subcon- 
tract sales of new durable productive equipment. This exemption is referred to as a 
partial mandatory exemption in that it limits renegotiability to the same proportion 
of receipts or accruals that five years bears to the average useful life of the equipment. 
In addition, there is a further limitation as to the amount of exemption based on whether 
the equipment was sold directly (Prime Contracts) or indirectly (Subcontracts). 

In addition, this exemption was restricted to apply only to sales of "Durable Productive 
Equipment", meaning macliinery, tools, or other productive equipment, which has 
an average useful life of more than five years. 
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The Board has been very restrictive in its acceptance of this exemption, primarily 
by applying a limited interpretation of the terms "durable productive equipment.** 

Thus, HP would support the study of this exemption and a clarification of the specific 
application of this exemption to all industries. 



V. ELIMINATE CURRENT EXEMPTION FOR STANDARD COMMERCIAL CLASS 
OF ARTICLES 

This exemption recognizes that products sold primarily to commercial customers 
are not likely to have excessive profits. It also recognizes that the minor modification 
of a standard product should not preclude including the sales of the standard product 
with the sales of the modified product in determining if the non-renegotiable sales 
exceed 55%i 

This exemption subject to prior Board approval, allows HP to exclude from the final 
renegotiable sales, those renegotiable sales of like products (called a **class** of products) 
which are sold primarily to non-renegotiable customers. This exemption also requires 
the contractor to certify to the Board that all the sales (of each article) included in 
this exemption application/*were made at a price or prices not in excess of the lowest 
price at which, in sales reasonably related thereto in time, we sold such article in 
similar quantity for civilian, industrial or commercial use.*' Although many if not 
most of these sales would also be excluded under the 55% article exemption, some 
(possibly 1/5) would not. Thus HP would definitely like to continue this exemption. 



VL INCREASE ARTICLE EXEMPTION TO 75% OF SALES (EXCLUDING NON- 
RENEGOTIABLE DEPARTMENTS) 

Under section 106(e) of the former Renegotiation Act, the contractor could exempt 
amounts received or accrued under any contract or subcontract which meets the 
definition of a Standard Commercial Article, an article in a Standard Conunercial 
Class of Articles or Standard Commercial Service. 

This exemption could be self -applied and thus did not require prior approval of the 
Renegotiation Board. However, the conditions under which this exemption was 
self-applied were narrowly defined and the contractor had to make the same cost 
and price certification that he did in the Application for Class Exemption. One of 
the nanrowly defined requirements was that the sales not subject to the renegotiation 
act (commercial sales) must account for at least 55 percent of the total sales. 

The proposed Renegotiation Reform Act of 1977 would make two changes to this 
requirement by "increasing the percentage to 75 percent'* and "excluding from the 
commercial sales denominator the sales to non-covered federal government agencies." 
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This change would reduee the dollar amount of rtncfotlBbto nlas cumntly czmnpled 
firom the final renegotiation review. The actual amount of change is not easily 
determinable as cuxrently in identifying the renegotiable and nonnnenegotiahle satoi 
we do not also identify the type of customer. 

Based on the percentage of total governmental orders (15%) less the actual amount of 
renegotiable sales^t would appear that in FY 1976 approximately 3 percent of our 
total sales were to non-covered Federal Government agencies. However, as many of 
the same products are sold to both rsnefotiable and nonnrenegotiable government 
customers, this percentage change could easily reduce our current article exemption 
by 20% or as much as 40%. 

This increase in percentage, in conjunction with the elimination of the dass exemption 
could result in a potential increase of $15 to $30 million in HP's sales subject to 
scrutiny under the act. This change would also require a mi^r reprogramming of 
our EDP systems and additional training costs to educate the people who assign the 
renegotiation code to each order. 

A. In addition to the increase in percentage and exclusion of non-negotiable govern- 
ment sales from the total, for percentage computation, we would also be required 
to furnish cost and pricing data on all articles subject to exemption. 

1. This cost and pricing data has not been defined and thus would be subject 
to the whims of the Board, Board members, or other persons reviewing 
the filing. Considering that for our FY 1975 filing, at least 2,500 instru- 
ments and over 40,000 parts were exempted in whole or part, this cost and 
pricing data disclosure could cost HP thousands of dollars a year. 

2. Thus the cost for preparation of the RB-1 would be substantially increased 
depending on the type and level of detail requested. 

3. HP would now be required to disclose to the Renegotiation Board (and 
possibly others due to the FOIA) cost and pricing data not currently pro- 
vided to anyone outside of HP. 

It is generally held that unless there is a competitive imbalance or discontinuity in the 
market place, the economic factors of supply and demand will result in the market 
place establishing a reasonable selling price. Requiring that at least 55% of the total 
sales of each article be sold in this competitive conunerdal market place should be 
sufficient to establish the reasonableness of the sales price. As such, there is no 
justification in increasing this percentage to 75 percent. 



Vn. FAILURE TO FILE AND KNOWINGLY SUBMITTING FALSE INFORMATION 

These changes would not appear to have an effect on HP, as we currently comply 
with the filing requirements. 
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VUL INTEREST ON EXCESS PROFITS DUE FROM THE LAST DAY OF THE FISCAL YEAR 

Consadering the uncertainty of excess profits determination, the backlog of cases at 
both the Statuatory and Regional Boards (HP has not been cleared since FY 1971) this 
change could have a potential impact on HP, and in particular if we are required to 
submit divisional/product line filings. 



DC. GRANTING OF SUBPOENA POWER TO THE RENEGOTIATION BOARD 

As HP currently cooperates fully with both the Statuatory and Regional Renegotiation 
Boards these changes should have no effect on HP. However, considering the uncer- 
tainity of how the Board would use this subpoena power; it is almost certain to complicate 
the renegotiation process by resulting in greater legal involvement, higher costs and 
potential loss of any rapport currently existing between HP and the Renegotiation 
Boards, with no benefit to either party. 



AUDIT OF FINANCIAL STATEMENTS, BOOKS AND RECORDS 

The Board has always had the right to request an audit of our RB-1 filings, but has 
not exercised it. The proposed revision would require an audit of **every financial 
statement submitted.'* This requirement would result in an increased cost to HP in 
both time and material as well as lengthen the backlog of cases at the Board. Thus, 
the time from our initial filing until final clearance woukl be extended by several 
months, or even years, requiring increased costs for record retention and to subsequently 
follow-up questions firom the Board several years after our original filing. 



XI . MINIMUM AMOUNTS SUBJECT TO RENEGOTIATION 

Proposal would increase the floor levels for brokers and agents as well as for non-agents. 
However, as HP's renegotiable sales far exceed $2 million these changes would have no 
impact on HP. 



In conchuion, the Minish Bill will result in an increased cost to HP of at least $20,000 for a 
total annual cost of $180,000 to $200,000, and coukl easily triple if all provisions of the 
bill are to be complied with. 

Considering the numerous changes in the Federal procurement process, many of which are 
due to laws passed by Congress, there is no justification for the continuation of renegotiation 
during peacetime. The passage of the proposed ''Renegotiation Reform Act of 1977" can 
not be justified on need, benefit or savings to either the Government, consumer or taxpayer. 



Digitized by 



Google 



35 




i iht dau requavd to support the &B-1 fibnc. «Bid ttu» tbt CMt o^ tbt 
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4. EeqoBV ^cattf imrolvemcBt in pRfmtion of the &B-1 and aipport data by 
aO levrii of mwapmit both ai Corpoiafi* aod at dmnoos. 

5. PotcntiaUy require pubbc diecioeure of HPa ooet and pnemg data on all producfa 
told to the Gofvcnuncnt, reauitinc n WW* cooapetitinre pioUains in the cobmmrmI 



6. Gauee HP to eeriously consider setting up a separate company tellinc only to the 
Government, or restrict sales to renefotiable departments of the Government 
to only thoee producu which are predominantly commercial. 

7. Require the Rencffotiation Board to hire 3,000 to 4.000 accountants for an 
increased annual coat of $97 million to $130 million (csarage $20,000 each 
phis 40% fringes and 15% occupancy costs). 

a. If we accept the premise that the Renegotiation Board should return more 
money to the Treasury than it spends, the Board would need to identify 

per year, additional excess profits of greater than a quarter of a billion dollars 
($250 MiUion). 

b. In Fiscal Year 1976, the Board only found $40 million in excessive profits 
($20 million after adjustment for taxes). 

c. During the period FY 1971 through FY 1975, the Board only found $231 
million in excessive profits before adijustments fbr taxes. 

d. The Committee on Government Operations stated, **The net effect H.R. 
10680 will have in terms of cost to the Government is negligible." Obviously, 
they did not consider the $130 million additional Government cost to 

hire 4000 accountants; nor did they consider the additional contractor 
costs of $767 miUion, much of which will be passed on to the Government • 
either in higher prices, higher cosU, or reduced income taxes. 

1) Assuming an average additional cost per contractor of $250,000 timet 
3067 contractors (No. of Filings in 1976), total additional contractor 
cost is equal to $766,750,000. 
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Mr. McCiiOSKEY. For all of these reasons, Mr. Chairman, I hope 
you and the committee will give serious consideration to enacting 
H.R. 5257 into law as an alternative to your own bill. I appreciate 
the difference in philosophy of approach that is represented in the 
two bills, but your committee has often reconsidered well-conceived 
positions upon a showing of change of circumstances, and I hope 
that our current era of peacetime economy represents a sufficient 
change to allow the shelving of this wartime statute. 

Thank you for the privilege of appearing. 

Mr. MiNiSH. Mr. McCloskey, as I recall, in your statement you 
said that we ought to have the Board only during periods of emer- 
gency or war ; is that correct ? 

Mr. McCloskey. That is correct. 

Mr. MiNiSH. Are you aware of the amount of money being negotiated 
in contracts now as compared to a war year ? 

Mr. McCloskey. I am, Mr. Chairman. 

I would point out, however, that today Government contracting 
officers are not negotiating in the face ox an emergency as was the 
case in 1942 and 1951. 

Frankly, I find Government contract negotiators very, very tough 
in their negotiations with the people they deal with in my district. 

Mr. MiNiSH. Well, are you fully aware of the percentage of con- 
tracts that are given out on bid ? 

Mr. McCloskey. I do not have those figures, Mr. Chairman. 

Mr. MiNiSH. Well, maybe if I give them to you, you may want to 
alter your testimony. Eighty-five percent of the contracts are either 
negotiated or sole source : not competitive bidding, sole source. 

Mr. McCloskey. Mr. Chairman, if the recovery on those contracts 
is $40 million from the total of $24 billion contracted clearly, this 
Board is not doing very well. There is no indication from the Board's 
list of contractors that a single big defense contractor has been hit 
with a negotiated recovery. 

Mr. MiNiSH. Well, I may agree with part of your statement: I 
don't think the Board is doing as well as it should. I recall Admiral 
Rickover referring to it as the biggest sieve in Washington, and we 
are hoping that the new Board would at least take a look at the 
large contractors instead of just looking at the small contractors. 

By the way, in reference to small business, it ought to be said here 
and now that while we have people that come here ostensibly to repre- 
sent small business, none of them have asked for an increase in the 
minimum floor. I did it, and other members of the committee joined 
in. So I would recommend to small business that they ought to really 
look w'here their friends are, and maybe the people that represent 
them as associations don't really do their job, and the Members of 
Congress do. 

Mr. McCloskey. Thank you, Mr. Chairman. 

Mr. Rousselot. Will the gentleman yield ? 

Mr. MixiSH. Not yet. 

Mr. McCloskey, do you have time to wait, or would you prefer that 
we question you now and get rid of you ? 

FLaughter.] 

Mr. McCloskey. I have been gotten rid of before, Mr. Chairman. 

Mr. MiNiSH. Do you want to wait ? 
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Mr. McCloskey. I think, in fairness to my colleagues- 



Mr. RoussELOT. Well, Mr. Chairman, you took the opportunity to 
ask a question. 

Is it not true, Mr. McCloskey, that sole source as a process does 
not necessarily mean that many people will not try to get the con- 
tract, that there may be four or five people that go for a sole-source 
contract, and that the contracting agency, primarily Defense, might 
make a decision that they go for a given contractor? So sole source 
does not mean, and my good colleague from New Jersey who always 
likes to be accurate — that 85 percent does not necessarily mean that 
there is only one source bidding on a given job. 

Isn't that true? 

Mr. McCloskey. That is true. 

Mr. RoussELOT. And maybe you could tell us about the electronic 
industries in your area. 

Mr. McCloskey. Let me describe my district to the committee. 

I represent an area from Santa Clara north to Redwood City. It's 
called silicon valley. It has Hewlett-Packard, Lockheed, a whole host 
of minor corporations and many members of the Western Electronics 
Manufacturers Association. 

Time and time again, I have had individual businesses negotiating 
a sole-source contract come to me for help in a controversy where they 
believed the Government was screwing them down to the floor so badly 
they could not make a profit in a sole-source contract. 

And from what I have seen of the Government's procurement, audit- 
ing and arbitrating procedures, there is no problem in finding com- 
panies to compete for these contracts. The Government may not al- 
ways use the low bid method of contracting, Mr. Chairman, but I have 
found no example of undue profits worked into this procedure. 

If anything, there is a growing indication that some companies 
would just as soon not do business with the Government because the 
negotiating procedures are so tight. 

Mr. RoussELOT. Well, I thank my distinguished colleague for yield- 
ing, and I appreciate clearing up that point on sole source. 

Mr. MiNiSH. Mr. Gronzalez. 

Mr. Gonzalez. Thank you, Mr. Chairman. 

I was just wondering, about 10 years ago, I don't know if we had a 
state of war in the legal sense. I don't know if you had a national 
emergency such as you defined in your bill. But, nevertheless, the pro- 
curement level rose to the biggest amount ever that was subject to 
review — ^you know, when you start going up into $45 billion, ^0 bil- 
lion, that kind of figure. 

What do you think would happen if you had anything of that kind 
recurring, under the terms of your bill ? 

Mr. McCloskey. The purpose of mv alternative bill is not to abolish 
the Renegotiation Board, but to take it out of existence until a national 
emergency arises. 

It is very simple : If the President believes there is a national emer- 
gency he could, under the terms of the present act, appoint a new 
Renegotiation Board. If the United States gets involved m a Vietnam- 
type situation, such as in the mid-sixties when we were in an emer- 
gency contracting procedure, the President could utilize the Renegotia- 
tion Act. 
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My objection is to taking the law of contract, which is a simple and 
historical American procedure, and in a time of peace, when there is 
no urgency to negotiate contracts, impose special requirements on one 
party or the other. 

I would agree that in any national emergency situation, a Renego- 
tiation Act and Renegotiation Board is entirely proper. 

Mr. Gonzalez. Well, the only thing is that my own experience shows 
that it may be illusory to expect that in 1965, after studying the reports 
we were getting on this committee from the Federal Reserve annual 
reports and the other — ^it was obvious that we had embarked on a tre- 
mendous incursion of very heavy Government procurement, as I said, 
peaking at $45 billion, while in 1965 we were approaching it We 
reached it by 1967. 

I wrote a letter to the President suggesting that perhaps the time 
had come to approach the problem as President Truman had, and of 
course, President Roosevelt during World War II. And I am afraid 
that there was no cognizance of any emergency. The President bumped 
the letter over to somebody in the Treasury, and I never did get a 
reply — ^because I felt that the soft underbelly of the U.S. economy was 
beginning on an inflationary basis. 

For example, one of the reasons I directed the letter was that you 
were beginning to have labor shortages. Skilled carpenters and the 
like were being demanded on the west coast, as it turned out, because 
of the embarkation upon heaw construction — Camranli Bay and other 
bases in Southeast Asia, Building material became very competitive 
and scarce. Several of the school districts in my area reported that the 
bond issues calling for construction of buildings could not be fulfilled 
because of the shortages of building and strategic materials. And it 
would seem that under those circumstances, most average, reasonable- 
minded people would think you did have a period of stress or emer- 
gency, and yet that was not on the record, to this day. 

So I just wondered about it. 

The other question was, we do have, as you said, a $40 million de- 
termination in "excess profits.'' I don't know now — I think the Board 
has been pretty much stripped. I don't think we really have a Board. 
So I quess, in effect, what you are saying is that you keep the status 
quo, where we are now. 

Mr. McCloskey. If the gentleman from Texas will yield. I would 
leave the renegotiation machinery in place and abolish the Board, 
subject to it being called back into action of an emergency occurred. 
I just don't think you can justify a Board that costs $350 million a 
year in paj)erwork, if it is only recovering $40 million. I notice from 
the Renegotiation Board's last report that after the war died down in 
the 1950's and 1960*8, the recovery of the Renegotiation Board dropped 
as low as $17.8 million in 1962. When you have gfot 4,600 contractors 
preparing reports each year that conservatively cost perhaps $350 
million to file ; when only 1 percent of those contractors are found to 
have made excess profit ; when that excess profit is a fraction of the 
cost of the renegotiation process; it seems to me, in a vear where we are 
seeking economy in Government, we have got to abolish this Board 
until the need for it is clear. 

Mr. GrONZALEz. Well, I would just say one thing there, and that is 
that in all fairness you will find that at the same time the Congress 
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was taking very serious lopslative action to strip and reduce the 
Board contemporaneously during that period of time. 

Mr. McClo8Key. If the gentleman will yield further. During the 
1950-s and 1960's, (^on^ress materially strengtliened cost accounting 
standards passed, the Truth in Negotiation Act, and legislated other 
means that required full disclosure ami cf«iiplete honestly by a con- 
tractor negotiating with the Governm^i^.t. Then* are now many reme- 
dies other than the Renegotiation Act. which was clearlv necessary in 
1951. 

Mr. MixiSH. Let me ask the moml)ei-s, do they want to question Mr. 
McCloskey further? If not, mayl)e he doesn't have to return. 

Mr. Anxuxzio. No questions, Mr. Chairman. 

Mr. MixiSH. I just want to correct one thing. 

The $35 million figure that you talked about was an industry figure. 
The Board only has a budget of ^^5 million. 

Mr. McCloskey. Yes: it is, indeed, an industry figure. I wish we 
contractors experienct\ Hewlett-Packard, who found that one-tenth 
of 1 percent of their cross Government business was actually expended 
complying with the Renegotiation Act. 

Mr. Mixisn. But it is an industry figure. 

Mr. McCloskey. Yes, it is, indeed, an industry figure. I wish we 
could get a figure from the Renegotiation Board j)eople. They told me 
today they don't have it. 

Mr. MixiSH. The committee will recess for approximately 10 
minutes. 

[Brief recess.] 

AFTERXOOX SESSIOX 

Mr. MixiSH. The subcommittee will come to order. 
Our first witness will be Congressman Thomas Downey. Congress- 
man, you are recognized. 

STATEMENT OF HON. THOMAS T. DOWHET, A BEFSESENTATIVE 
DT COHOBESS FBOM THE STATE OF NEW YOBK 

Mr. DowxEY. Thank you. Mr. Chairman. I appreciate this oppor- 
tunity to appear before your subcommittee today to testify on H.R. 
4082, the Renegotiation Reform Act of 1977. 

Let me begin my testimony by stating that I am no expert in the 
field. But, I did feel that it was important for the subcommittee to hear 
a number of complaints about the Renegotiation Act that have been 
voiced by the small business community of I>ong Island. 

With me today are Robert V. Cox of the I>ong Island Association 
of Commerce and Industry, and Manfred Goldstein, a professional 
consultant to small businessmen. Thev will follow up my comments 
with specific testimony concerning the effects of the act on small 
business. 

I offer no specific solutions, although the small businessmen who 
follow me may. Mv interest is to outline some problems with the 
present act which I hope this sulx^omnlittee will consider before it 
completes its work on the bill introduced by the distinguished 
chairman. 

I know that many of the witnesses you will hear today share my <;» 
cems about the Renegotiation Act. These concerns were succva 
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j^</rA. fr'vnt ^vr^ /ilrisiion t/> an<€r*«r in order to sttisfr the Gontm- 
^>r^. ^f, t/^Afz-jTiti-r^z '*3^w^/iiitT that smaTI bnsmesHnen doa t asoallT 
^^/O' If* ^-**' **7 «3f**n iryoairrfSB friends helieve that the Board con- 
*^jf.f:iftAiti />r» th^Wt hjtff^n^e tPiey make easier targets than lar»r cor- 

I ir/yr^Id Kic^ t// nrkak^ om^ final point based on te^timonT I hav^ beard 
«^ a ftt^fA^fff fA th^ IfoQAe Armed Services Committee- There has be«i 
a 6f%jffM:^. Zrr/wih in other Government nM>nitoring technkiiies dealing 

I>^lali/^i and r^roreftion.^ like the Troth in Xe<!Otiations Act. the 
(yM \f't00fn9%hz Standards. Performance Reportincr- the estaWish- 
wp^if. of f ^-i*- JW^-t^Jie CVjfitract Audit Agencv, and the Defense Contract 
\fUu\u\^f%Ufrt\ .S^rrv'if*a Branch have all been instituted since the 
Itni^w/fiAli^ifi Art of 1^51, It seems to me that these other checks 
WfmM /'>Ttainlr f^ adequate to watchdog small businesses if they were 
^f ^rif/ted f r/im the act. 

In f'Oftf'hmifm. let me wv that I firmly believe in the principle of 
f^fftmtiftit fXivHm prr>fitji in defense procurements. I also beiieve that 
the %fU9^\\ bfinineMnnen^s experience under the present Renegotiation 
Act nhz/fjld Fie an important factor in the consideration of its future. 
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Perhaps the solution may lie in raising the minimum threshold floor 
to $5 or even $10 million to allow the Renegotiation Board to concen- 
trate its efforts against big contractors and not small businesses. 

For, it would be tragic if small businessmen were driven from the 
defense procurement field because of misguided Government regula- 
tion. 

Mr. Chairman^ if I might be permitted one additional comment. 
Before, you made an interesting point concerning the fact that 85 
percent of all defense contractors are sole source. That is a difficult 
statistic to get a handle on because sole source by itself does not mean 
that there are anticompetitive practices, and sole source by itself does 
not mean that you can't save money, as I am sure you are aware. 

One of the problems that we have been wrestling with on the Armed 
Services Committee, as an example, is the precision-guided munition 
system. It is a projectile which hits its target after a laser designation. 
Now, it seems as though the Army wants one and the Navy wants 
one. The Army wants a 6-inch shell and the Navy wants a 5-inch shell. 
We found that if we could do the contracting for both the 5- and the 
6-inch shell by one contractor, in this instance I believe it is Martin- 
Marietta, that produces the munition, we would be able to save a 
fortune as opposed to the parallel development and the competition 
that both contracts require. 

It is not an easy matter, as I am sure you are aware. But I would 
seriously hope that this subcommittee would take cognizance of the 
particular problems that the Renegotiation Act causes small business- 
men, and recognize that in and of itself, sole source selection is not 
necessarily anticompetitive or inefficient. 

[The following tables were submitted by Congressman Downey for 
inclusion in the record :] 

Table 1. — Total gales category {renegotiahle/nonrenegotiahle): BaDcessive profit 
determinations, fiscal years 1972-76 

Thousands 

Up to $2,000,000 $13,307 

Greater than — 

$2,000,000 to $3,000,000 8, 745 

$3,000,000 to $4,000,000 10, 342 

$4,000,000 to $5,000,000 J, 657 

$5,000,000 to $6,000,000 12. 434 

$6,000,000 to $7,000,000 ». 501 

$7,000,000 to $8,000,000 4, 820 

$8,000,000 to $9,000,000 ^ l^ 

$9,000,000 to $10.000,000 _^» ^ 

$10,000,000 to $30,000,000 ^» "^ 

$30,000,000 to $50,000,000 g' ara 

$50,000,000 to $70,000,000 ^» ?^ 

$70,000,000 to $90.000,000 i» ^ 

$90,000,000 to $110,000,000 *» ^ 

$110,000,000 to $130,000,000 ^'J^^ 

$130,000,000 to $150,000,000 -«» ^ 

$150,000,000 to $170,000.000 f: ^ 

$170,000,000 to $190,000,000 ^» ^^ 

$190,000,000 to $210,000,000 

$210,000,000 to $230,000,000 o"^ 

$230,000,000 to $250,000,000 ^ 2oO 

$250,000,000 to $270,000,000 23* 992 

$270,000,000 ' 

235.828 

Total 
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FISCAL YEAR 1972 THROUGH TRANSITION QUARTER 1976 FILINGS SCREENED (OTHER THAN 
BROKERS/AGENTS) RENEGOTIABLE SALES 

IDollar amounts in thousands] 





Less than $2,000 


Between $2,000 and 


Between $5,000 and 

$io.o6o 


Greater than 
$10,000 


1 






Amount 


Percent 


Amount Percent 


Amount Percent 


Amount Percent 


Total 


1972 

1973 

1974 

1975 

1976 


_ $1, 165 

.. 728 

776 

606 

556 


28 
25 
23 
26 
22 


$1, 147 
876 
895 
796 
809 


27 
31 
27 
33 
32 


$585 
385 
450 
364 
392 


14 
13 
13 
15 
16 


754 


31 
31 
37 
26 
30 


2,880 
3,345 
2 385 
2.511 


Fiscal year total.... 
whq: 


. 3,861 
.. 130 


25 
21 


4.523 

134 


30 
22 


2.176 
66 


14 
11 


282 


31 
46 


15,346 
612 


Total 


.. 3,961 


25 


4,657 


29 


2,242 


14 


5,098 


32 


15,958 



Source: The Renecotiation Board. 

Mr. MixiSH. Thank you. Mr. Downey, as I stated earlier, the sub- 
committee has taken into consideration the problems of small busi- 
ness. It is true that because they don't have the battery of lawyers that 
they are brought before the Board more than the lar^ conglomerates. 

It is the intent of this subcommittee, and hopefully the Board to 
reverse this procedure. We did increase the minimum filing floor from 
$1 million to $2 million without any testimony from anyone represent- 
ing small business. 

I have one question. The General Accounting Office will testify here 
later this week as it has in the past, that the product line section of 
H.E. 4082 is of great benefit to small businesses which are not able 
to offset profits between divergent product lines as a conglomerate can. 
Would you agree with that ? 

Mr. iDowNEY. If I understood the question, I might be able to 
comment. 

Mr. MiNiSH. Let me rephrase it. I don't want you to answer it if 
you don't have it clearly. 

Small businesses, in most cases, have iust one product line. On the 
other hand, large business can bury profits in any of their other prod- 
uct lines. That is pretty much what the question is all about. 

Mr. Downey. Mr. Chairman, I can't aorree or disapree with that. I 
am just really not expert enough. I would hone possibly that the peo- 
ple who are going to testify, especially Mr. Goldstein, could give you 
a further explanation in terms of the difficulties, not withstanding the 
product line diversity that this act causes for them. 

I think that the points that I made with respect to and the point that 
you made with respect to the ability to juggle accounts and to fight 
the Renegotiation Act are clearly not those armaments that are avail- 
able to small businessmen. 

I would like to, if possible, have an opportunity to review the GAO 
report and be able to answer that question for the record, if I might 
be permitted to. But I am just not able at this point to answer the 
qu^ion. 

Mr. MnasH. Thank you. Mr. Grassley, you are recognized for 5 
minutes. 
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Mr. 6ba88let. I would like to point out that one of tbe probkms 
with product line reporting is the fact that small business has feiner 
product lines, and this bill is going to work to the benefit of small 
business^ but the construction of the legislation lacks a definition of 
product line. 

That is why it is difficult for Mr. Downey to answer your question. 
The problem of defining product line reporting was paramount all 
through the 94th Congress. That question isn't answered in this bill* I 
dont think it will be answered before the debate is done and until it 
is answered, we are not going to know whether product line rei>orting 
is more equitable for small business than the previous legislation was. 

I think that we have to be careful about leading people to think that 
because perhaps small business has fewer product lines that it is going 
to help small business, when in ffiict, we don*t have a definition for 
product line reporting. 

Mr. Downey, in the final analysis, you haven't taken a specific posi- 
tion on the bill before us. Mr. Minish's bill. You are just suggesting 
that we look to great lengths to try to help the small defense 
contractor. 

Mr. Downey. Yes, that's right. As I said at the outset, as part of 
the work that I do on Armed Ser\nces, I am concerned about excess 
profits. My particular concern with the bill is that it carve out an 
exception, if you are going to continue it for small busine»*e8. 

If you don't do that, it seems to me that the whole thrust and pur- 
pose of the Renegotiation Act is somehow undermined, and T hnvent 
made my mind up one way or the other with respect to 8Upi>orting 
H.E.4082. 

But I will assure you almost categorically, if some special prefer- 
ence is not given to small business people, that I would have a very, 
very hard time supporting the act. 

Mr. Grassley. Additionally, I would quote from a letter of the 
Paperwork Commission to Senator I^ng, October 17, 1976, in regard 
to the additional paperwork created by what was then the Minish 
bill, H.E. 10680, and it said, 

We are sure that you share onr desire to reduce burdensome paper work and 
are anxious to prevent the creation of new and unnecessary paper work. The 
intent of this MU is to strenfirthen the renegotiation and reduce the opportunity 
for abuse under the existing act. However, we feel that the Congress should 
pay careful attention to the possibility of creating unmanageable paper work 
and administrattive situations for both Government contractors and the agencies 
Involved. 

That was particularlv pointed toward some of the paperwork re- 
quired bv the product line accounting. 

Mr. DowxEY. I think that is an important point. I think one of the 
other points, if I might be permitted to indulge the sul>committee just 
one more minute, is the whole business of set-asides for defense con- 
tractors. 

The policy of the Department of Defense sets aside contracts to 
encourage small businesses to compete more activelv with their larger 
counterparts. If in the same vein vou decide that you are coing to 
set aside and recognize these businesses that might not be able to be 
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quite as competitive as the larger firms, and in the same vein require 
tne renegotiation of set-asides, which has happened, it seems to me 
that you are really undermining the whole purpose of the small busi- 
ness contracting work. 

The elimination of these kinds of renegotiations is something, quite 
frankly, that we desperately need to do. 

Mr. MiNisH. Your time has expired. Mr. Allen, do you have any 
questions? 

Mr. Allen. Mr. Chairman, I must apologize, particularly to Mr. 
Downey, but I was detained over on the House floor. I was not here 
to listen to his testimony, but I will read it with interest. I am not pre- 
pared to ask him any questions. Thank you, Mr. Chairman. 

Mr. MiNisH. Mr. Rousselot. 

Mr. Rousselot. I want to complement, first of all, my colleague, for 
taking the time to bring a graphic description to us showing that the 
impact of this Board is basically on smaller businesses, that struggle 
very hard to get the business in the first place, and that you have made 
your point very graphically. 

Mr. Chairman, I ask unanimous consent that the chart referred to 
by Congressman Downey be inserted in the record at this point. 

Mr. MiNisH. No objection. 
[The chart referred to follows :] 
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Mr. RoussELOT. Mr. Downey, I was very interested in your comment 
on page 3 where you say, and I will repeat — 

To make one final point, based on testimony I have heard as a member of 
the Armed Services Committee, there has been a dramatic growth in other 
Government monitoring techniques dealing with defense procurement, legis- 
lation and protections. 

And then you list the Truth and Negotiation Act, the Cost Account- 
ing Standard. We have a copy of their report here available to us 
which is very thick, and this shows a tremendous research on the part 
of this Board to make sure that there is not a rip-off on the taxpayers. 

Then three, you talk about the performance reporting that is re- 
quired, and fourth, the establishment of the Defense Contract Audit 
Agency, and fifth, the Defense Contract Administration Services 
Branch, which have all been instituted since 1961 and serve as an 
across-the-board monitoring process. 

Now, Mr. Downey, I wonder if you could tell us in the groups that 
you have come in contact that have dealt with all these agencies and 
areas of responsibility, many of which are mandated by Congress, do 
most of those businesses in these categories feel that is more than 
adequate protection for the taxpayer against a rip-off? 

Mr. Downey. Mr. Rousselot, they do. If I might be just permitted 
one explanation. I have a small business advisory committee that meets 
with me about once every month. They bring to my attention the 
problems that they have. 

They, quite frankly, would probably like to do away with some of 
the other groups, because they feel that they are clearly well regu- 
lated. If anything, they believe that there is some element of over- 
regulation. 

Mr. Rousselot. Elements of overregulation already established ! 

Mr. Downey. Excuse me ? 

Mr. Rousselot. Already established ? 

Mr. Downey. Yes. They feel, for instance. Defense Contract Ad- 
ministration Services of which their regional branches throughout 
the country do very effective jobs in surveys, monitoring the effec- 
tiveness of small businesses to compete, the amount of the contract 
requirement, and I personally believe that with respect to small busi- 
nesses in any case that there is adequate protection there. 

Mr. Rousselot. I appreciate your testimony, and I know that there 
is other colleagues of mine who have questions. I was very interested 
in this paragraph of your final statement : "It seems to me that these 
other checks would certainly be adequate to watchdog small businesses 
if they were exempt from the act." 

Where would you start that on your table, say, at what ? 

Mr. Downey. Mr. Rousselot, the chart is almost self-dictating in 
terms of that — if you wanted to deal with who is being put down the 
most. I guess you might want to put it at a $50 million level or even 
higher. 1 would leave that to the subcommittee to decide. 

Mr. Rousselot. What would you guess by, on the basis of your small 
business committee you met with ? 

Mr. Downey. At least at $50 million. 

Mr. Rousselot. At least at $50 million ? Maybe higher ? 

Mr. Downey. Possibly. 
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Mr. BoussELOT. To leave out the $130 million group ? 

Mr. Downey. Again, I am really not an export and the subcommittee 
has not spoken to me with respect to their specilic recommendations. 
We very cursorily discussed this before, but 1 would think that $50 
million would certainly be a reasonable figure. 

Mr. BoussELOT. I appreciate your testimony. Now, also, do vou have 
any larger businesses in your district that go through this same 
process i 

Mr. Downey. We have a mom-and-pop aerospace finn called Grum- 
man, which is right outside my district, and Fairchild llepublic. 

Mr. BoussELOT. Do they have to go through this same process? 

Mr. Downey. Certainly. 

Mr. RoussELOT. Do you think these five groups are doing adequate 
jobs? 

Mr. Downey. I would think with respect to larger defense con- 
tracts. Mr. Bousselot, I might disagree with you there in terms of 
providing one additional check on even a fine corporation like Grum- 
man and Fairchild. I would not want to exempt a large corporation 
like that from it. 

Mr. MiNisH. Mr. Annunzio, any questions ? Mr. Allen ? 

Thank you, Mr. Downey. 

Mr. Downey. Thank you, Mr. Chairman. 

Mr. MiNiSH. Our next witness will be Congressman Pete Stark. You 
are recognized, Mr. Stark. 

STATEMEHT OF HOH. FOBTNET H. (FETE) STABK, A SEFSESEHTA- 
TIYE Dr COHOEESS FEOH THE STATE OF CAUFOSniA 

Mr. Stark. Thank you, Mr. Chairman. I want to take this oppor- 
tunity to thank you for bringing this excellent legislation to our at- 
tention, and to thank you for having me back to where I started some 
5 years ago. 

Nice to be in this B-1 of all hearing rooms. I think that I would like 
to make my prepared statement part of the record, if that is all right, 
and just summarize. 

Mr. ^IiNiSH. No objections. 

Mr. Stark. I will just sunmiarize some of the points. 

The Renegotiation Act was enacted in 1951, with the purpose of re- 
viewing (jovemment contracts over $1 million, and it may very well be 
that some cutoff at the lower amount is necessary. 

When I first heard of this agency. I thought this was too good to 
be true. What better way to assure ourselves that we were paying 
the right price, for the things we buy. but the Board has been relatively 
obscure. This record shows abuses of law by industry and something 
less than dili^ienee on the part of the Board. 

If you fififnre that they have collected onlv $1^ billion .since they 
started, and I suspect that most of that has been tilted at the smaller 
hosinesees. and when thepp have been hundreds of billions of dollars 
that have filtered throucrh these contractors' hands in that time, it 
s^vns insr inconceivable that thev have not done a better lob. 

If vou look at the history of the df*terminations. you will find that 
a majofitr have been made against the smaller contractors, and those 
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with $50 to $100 million or more in sales to the Government are 
routinely certified by the Board without even a cursory examination 
of their books. 

That suggests to me that we either have an absolutely free market 
where supply, demand, and competition govern, or we have the largest 
contractors, doing hundreds of millions of dollars, refraining from the 
temptation to skim off just that little extra. That thought boggles my 
mind. 

In essence you take at face value the word of the huge conglomerates 
whose first objective is not to give the Government the best break on 
costs, but obviously to make money for their shareholders. Or the third 
thing that is suggested that we have an agency that is not bird dogging 
profits assiduously, and we have contractors who are simply taking 
advantage of a good thing. 

The first alternative falls apart when the true nature of the DOD 
marketplace is examined, and that has been discussed earlier today. 

About $40 billion I think in 1976 went to defense procurement. 
Weaponry and defense materials are so complex, and the field of 
supply is so limited, that the free market concept is a farce. It is not as 
if the Secretary of the Air Force can go to Giant Food and pick out 
an F-5 fighter plane off the shelf. 

On my second point, I have read Admiral Rickover's testimony 
about the altruism of various contractors. Again, mostly the largest 
and most respectable, where procurement laws are casually ignored 
or callously violated. 

There is a good law called the Truth in Negotiations Act which 
provides that the Government shall have access to cost and pricing 
data during the negotiations of a contract. 

This law is frequently not complied with, and the Government is left 
to take it or leave it. Many of your major contractors have fought this 
in court for years. But we are talking about sole source contracting, 
where there is no place for the Government to go and they must take 
the price or lose the material. 

When you have got 10 years or 8 years into the building of a 
weapon system, the thought of having nothing at all does not make 
any sense. 

We are talking about such huge sums and to take on blind faith, and 
integrity of large conglomerate defense contractors is simply an invi- 
tation to steal the United States blind. 

In the realm of the sole-source contracting there is little incentive 
for a contractor to keep his costs down. When you are the only kid 
on the block with lemonade on a hot day, what is the reason to charge 
the low, equitable price? 

The third point I think is the situation today. The Board has not 
done the most vigorous job in determining excess profits, and the 
companies have enjoyed a law that has been virtually meaningless 
to the larger companies. 

I am convinced that under the oversight of this subcommittee, lead 
by its able chairman that trend will reverse and there will be dramatic 
results out of a newly constituted Board, that will be a permanent 
Board. 

It sounds so exciting I would almost tf^ke the job of chairmanship 
on a commission basis and restrict myself to the top 10 contractors. 
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But, then I would become almost as rich as some of those Arab 
chieftains that they bribe. 

Certainly some of the problems of the Board can be traced to 
starvation funding and understaffing. You have got 190 people to 
contend with the armies of CPA'S and tax lawyers of the heavies, 
Lockheed, North America, IBM, ITT, and the rest'. 

It is like spitting into the wind. Most of those companies have more 
people in their law firms than the entire Reorganization Board, and 
their ability to procedurally stall and procrastinate gives them the 
use of the cash for many years that they are going through 
renegotiation. 

The disparity between the manpower of the Board and the corpora- 
tions makes it easy to see how impossible the task has been to go after 
anything but the smallest fish in the pond. It is easy to understand it.. 
The little companies cannot afford to fight back. They cannot afford to 
stall. They do not have the multiline divisions in which they can hide 
profits and losses and play a shell game with the Board's auditors. 

They probably do not have the methods of the major corporations 
to withhold information that they are supposed to give us under the 
law. 

There are several recommendations I would make to increase the 
efficiency of the Board. I would make it a permanent agency, and free 
it from the fear of extinction. It's been reauthorized 13 times since 
1951, and I submit that is not the best way to develop independence, 
and indeed some people who have some faith in the stability of their 
employment. 

Another frequent criticism of the Board is that it serves the whim 
of the President. 

I note that Mr. Chase has been retained by the President to serve 
as Chairman of the Board, and he has been courageous in his dissent 
to the Board determinations, and I must wonder how he survived so 
long. With such a tenuous hold on their jobs as it is, what incentive is 
there to "rock the boat" and go after one of the large corporations? 

I would think the Chairman of the Board would worry some morn- 
ing if he got too tough on Lockheed that he would wake up with a 
bloody camel head in his bed as a message as to what might go on. 

A second change that is long overdue is the elimination of the aver- 
aging or aggregate profits pi-ovision. 

As I stated, I feel that this is inherently discrminatory to small 
business, and it allows mult idi vision conglomerates to hide profits 
against deliberately contrived losses. 

When the act with this provision was formulated there were very 
few companies who would be called conglomerates, so the aggregate 
provision made sense from the standpoint of ease for both the Board 
and the ccmtractors. 

Today we have companies that made many completely unrelated 
items. ITT makes electronics equipment, satellite components, and 
Wonder Bread. They can hide those bribes or illegal payments in any 
one of their divisions. There are just too many opportunities for these 
c<Hnpajaies to show a loss in one division and offset it against exorbitant 
profits in their defense work. 

Another change would be the elimination of the special interest 
ex^nptioDS. 
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The new durable productive equipment exemption allows contrSiC- 
tors to exempt the sales of this type of material to the Government in 
anticipation that the Government would possibly stockpile this equip- 
ment and threaten future sales of these materials. 

According to the GAO, this has never happened in 20 years, and I 
think that exemption should be eliminated. 

The standard commercial articles service is another special interest 
exemption. What they are saying is just because Ford and Chevy and 
Chrysler all charge within about $100 a car that ought to be the price 
that the Government buys those cars for every year. That is just a plain 
fact. We ought to look and say if we buy Government vehicles, these 
are marginal production runs, and we ought to get the marginal 
profits marked down on those that we get, because they award them 
to one contractor or another. Obviously sophisticated cost accounting 
could provide great benefits in buying standard items off the shelf, 
items from those corporations to whom a Government contract doubles 
the size or triples or quadruples the size of a production run and gives 
them profits far in excess of what they might get dealing with the 
market or dealing through their established franchise dealer 
operations. 

The Board has recommended the elimination of this exemption. 
GAO says they cannot even tell how much is lost through its applica- 
tion, but it is still in the act. 

Another Mack-truck sized loophole is the oil land gas well exemp- 
tion. This was enacted in 1942 and has been retained. 

We recognized the fact that the world market gives the Fed imme- 
diate access to price information. 

That marvelous reliance on the free market system is once again 
completely irrelevant in the era of cartels and boycotts and outright 
price fixing by the major oil companies. 

This exemption allowed Mobile Oil in 1974 to report a $119 million 
loss to the Renegotiation Board and a $474 million profit to IRS 
on the same consolidated sales of $6.2 billion. 

We keep seeing the trouble that Congressman Moss is having in 
getting accurate reserve information from the Nation's gas producers. 
The situation is analogous to this one, where the big companies are tell- 
ing the Government to "trust us we are not hiding anything from you." 
But I think you know the facts are otherwise. 

These, Mr. Chairman, are some of my suggestions to strengthen the 
Board. I am ratified to see that your leffisl«tion encompasses these 
ideas and in fact goes further than T have indicated in my statement. 

I fully support your efforts in this area, and would be very happy 
to loin you in the sponsorship of this bill in any way I can. 

Excess profits is a tenuous concept at best. Hard to quantify. But 
there will be no way for us to determine whether we are getting our 
moneys worth without an independent Board. There will be no way for 
us to know whether someone is gouging: us for our critical needs, some- 
thirifir that is totallv unconscionable. Unless we can look at the books, 
unle*^ we can eret the information, unle^ss we have « Board that is inde- 
pendent from the pressures of the Pentagon, Defense Department 
palsy-walsy group we will never know. The fate of this Board is in 
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your hands. I am certain that you will act accordinfrly. I am pleased 
to have an opportunity to testify' today. Thank yon. 
[The prepared statement of Congressman Stark follows :] 

PssPASED Statement oi* Hon. Fortnet H. (Pete) Stabk, a Repeesentativb in 
GoNOBESs Fbom the State or Calutobnia 

Mr. Chalrmaxi, members of the subcommittee. I want to thank you for this o|>- 
portunity to appear before you today to discuss a subject that is Httle known 
but Tery important. 

The Reneflpotiation Act of 1961, formally established the Renegotiation Board. 
The purpose of the Board is to review government oontractK — ^primarily defenne 
work— over $1 miUion and to recover any profits that are found to Ite excesflive. 

When I first heard of this agency. I thought that it was too good to bt» true. 
What better way to assure ourselves that the Government Is paying the right 
price for its purchases than by having this agency us the Inst line of defense. But, 
as my research went further I discovered why the Renegotiation Board ^'as so 
obscure. Its record shows flagrant abuses of the law by industry and something 
less than dilligence on the part of the Board. To date. $1.3 billion in excess 
profits have been determined by the Board since 1051. This is admittedly a 
small amount In relation to the overall defense procurement budget which now 
tops 40 biUion. But I must emphaticaUy state that any amount that is recovered 
back into the treasury is significant, in and of itself. Every dollar recovered is one 
less that we, the representatives of the people, have to spend or $1 less tax to 
coUect 

If you look at the history of the determinations, you will find that a majority 
of the determinations have been made against tlie smallest contractors. The 
largest contractors, those with $50 and $100 million in sales or more to the 
Crovemment are routinely certified by the Board without even a cursory exami- 
nation of th^r books. 

/This suggests to me, that either we have a perfect free-market system where 
supply, demand an'l competition govern profits; or we have the larg(>Ht con- 
tractors, doing milUons and hundreds of millions in defense work, refraining 
from the temptation to skim a little off the top of a defense contract to make up 
for a loss in another division. 

In essence, we are taking at face-value the word of huge conglomerate's whoso 
first objective is not to give the government the best break on costs, but to 
make money for their stockholders. Or the third thing that is suggCMted is that 
we have an agency that isn't bird-dogging profits aHKlduouHly, and we have 
contractors who are simply taking advantage of a good thing. 

The first of the^e alternatives ranidly falls apart when the true nntun* of 
the DOD marketplace is examined. Over 75 percent of our defense contracts go 
to the top 100 DOD firms. Over 30 i)ercent of that money, over $40 billion in 
fiscal year 1976, goes to the top 10 firms. Weaponry' and defeuHe inaterlHlH are 
so complex, and the field of suppliers so limited, that the "fre(> market" concept 
is a farce. It isn't as though the Secretary of the Air Force can go to Giant 
Food to pick up an F-5 fighter plane. There are only one or two companies that 
can produce the plane that is needed. 

In 1976 almost 60 percent of our contracting was the KO-<'allefl "iiorwomiietltlve 
sole source" type. I submit that the free market forws, whir'h function »M»aut!- 
fully in the ideal, have absolutely no relevance in the defeuKc market. The canls 
are stacked against the government from the start wlien coiiipanies, that 
know they are the only ones that can provide materials to exact DOD siu^clflcii- 
tlons, set the prices and stralghtfaced tell the government to "trust them, that 
th^ are not ripping the system ofT'. 

On the second point, I have read testimony alKiut the altruism of various 
contractors, again mostly the largest and "most reKijer-table", where procure- 
ment laws are casually Ignored or callously violated. Then* Is a g^Kid law calle<l 
the Truth in Negotiations Act, which provides that the gov*'rriiiient shall have 
access to cost and pricing data of a c^m tractor during the negotlatlouK of a 
contract. This law is frequently not compiled with, anrl the government Ik left at 
the complete mercy of the contractors who. In effect, tell the Fe*! to "take It or 
leave it". When we are talking about "sole source contracting" there Is no place 
for the govenunent to go, they must take the price or lose the material. 
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tWe are talking about such huge sums of money that it is inconceivable that 
we would take the contractor's word that profits have not been excessive. That 
blind faith in the integrity of contractors is simply an invitation to steal us blind. 
Jn the realm of sole source contracting, there is little incentive for a contractor 
to keep his costs down. When you are the only kid on the block with lemonade 
on a hot day, what is the reason to charge a low, equitable price? The whole 
Act, especially the various exemptions, is littered with disincentives to efficiency 
and cost control. It's easier for me to believe that a few extra thousand, or even 
millions are tacked onto contracts "just in case" something is lost somewhere 
in the business ; than to believe that the contractors do not, and will not, out of 
patriotism or whatever, charge excessive prices. 

On my third point, I think that this is the situation today. The Board has not 
done the most vigorous job in determining excess profits, and the companies 
have enjoyed a law that has been virtually meaningless to the larger companies. 
Certainly some of the problems of the Board can be traced to starvation funding 
and under-staffing that has given the Board a perenniel handicap. It has around 
190 people to contend with the armies of CPAs and tax lawyers of the 
"heavies" . . . Lockheed, North American, IBM, ITT, and all the rest. This is 
like racing a bicycle against a Jaguar. You can peddle your hardest and maybe 
cut the margin of loss a little, but there isn't a chance in hell that you are going 
to win. I dare say that the Board itself has been lackadaisical in its policies 
that there hasn't even been that minimal effort to cut the losses. 

With such disparity between the manpower of the Board ana the corporations, 
one can easily see how the impos^bility of the task would make even the most 
enthusiastic person give up and look for smaller fish to fry. 

This is, I submit, why the determinations have been historically small and 
have focused on the smaller DOD contractors doing only 25 percent of the 
business. These companies do not have three or four different product lines and 
divisions in which they can hide profits and losses and play a shell game with 
the Board's auditors. The Act is inherently unfair to the smaller contractors 
by granting the largest corporations special exemptions and the averaging pro- 
visions which are not available to the smaller single-product contractors. 

/There are several recommendations that I would suggest to increase the 
efficiency of the Board. We should start by making the Board a permanent 
agency with fixed terms for the members. This would free it from the fear of 
extinction every two years when its authorization runs out. The Act has been 
extended 13 times since 1951. How can we expect any continuity to develop 
under these circumstances? 

On this point, another frequent criticism of the Board is that it serves at the 
whim of the President. I note that Mr. Chase has been retained by the President 
to serve as Chairman of the Board. He has been courageous in his dissent to the 
Board determinations, and I must wonder how he survived so long. Without such 
a tenuous hold on their jobs as it is, what incentive is there to "rock the boat" 
so to speak, and go after one of the larger corporations? 

A second change that is long overdue is the elimination of the averaging, or 
aggregate profits provision. As I stated, I feel that this is inherently discrimina- 
tory to small business, and it allows multi-divisional conglomerates to hide profits 
against deliberately contrived losses. When the Act, with this provision, was 
formulated there were very few companies that would be called conglomerates, 
so the aggregate provision made sense from the standpoint of ease for both the 
Board and the contractors. Today we have companies that make many completely 
unrelated items. ITT makes electronics equipment, satellite components and 
wonder bread. There is too much opportunity for these companies to show a loss 
in one of these divisions and offset it against an exorbitant profit on their de- 
fense work. 

A third change would be the elimination of the so-called special interest ex- 
emptions. The New Durable Productive Equipment Exemption allows contractors 
to exempt the sales of this type of material to the government in anticipation 
that the Government's stockpile of this equipment will threaten future sales of 
these materials. According to the 6A0, the threatened fiood on the market by 
the government has never been realized, and for over 20 years this exemption has 
continued, even though the rationale that it Is based on never materialized. 
The Standard Commercial Articles of Services, (SCAS) exemption is the 
loophole that has, in my view, been the most widely abused. The SCAS exemption 
allows a contractor who sells 55% or more of one product to the government to 
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exempt that product from renegotiation. The rationale for tills rests on the 
free-market limitations against profits and on the fact that the goTernment can 
readily determine the costs of a product by checking the private Hector. Here 
again, there are no free-market forces in operation when we arc talking about 
cars, cmnpnters, or other products. Yet, IBM or GM can exempt all of their sales 
to the government, despite the fact that the product has been constructed to 
exact DOD specifications. The Board has recommended the elimination of this 
exemption, GAO says they can't even tell how much is lost through its applica- 
tion, but it's stiU in the Act. 

Another "Mack Truck'' sized loophole is the Oil and Gas Well Exemption. This 
was enacted in 1942, and has been retained in the present Act. The provision was 
included to recognize the fact that the world market gives the Fed immediate 
access to price i^ormatlon. That marvelous reliance on the *'f ree-market" system 
is once again completely irrelevant in this ERA of cartels, boycotts and outright 
price fixing by the major oil companies. This exemption allo^^ed Mobil Oil in 
1974, to report a $119 million loss to the Renegotiation Board and a $474 million 
profit to IRS on the same consolidated sales of $6.2 bllliou. 

We have seen the trouble that Congressman Moss is having getting accurate 
reserve information from the nation's gas producers. The situation is analagous 
to this one, where the big companies are telling the government to "trust us 
we aren't hiding anything from you". 

These, Mr. Chairman, are some of my suggestions to strengthen the Board. 
I am gratified to see that your legislation encompasses these ideas and in fact, 
goes further than I have Indicated in my statement. I fully support your efforts 
Ui this area, and would be very hai^y to Join you in the sponsorship of this 
biU. 

It seems that the Board is imder a severe attack by the defense Industry to 
the point where its very survival of the Board is threatened. Several members of 
Congress have sent a letter to the President stating the position that the Board 
is practically useless and should be abolished. Senator Mathias has introduced 
legislation to abolish the Board, and I have heard that a companion bill will be 
offered in the House. 

There are several reasons for this renewed intensity. The primary one being 
that the Board's authority lapsed in September of 1976, so without positive house 
action it would die a quiet and costly death. Another reason could be the change 
in administrations. President Ford, in 1974, said that he would reinvigorate the 
Board. Thanks to his energetic efforts, the Board's backlog of cases has now 
grown to $150 billion, and the staffing has remained the same. President Carter 
has made a similar statement about the Board, and he has followed up with two 
very noteworthy appointments. Norman B. Chase, as Chairman, and Bill McQuil- 
len. I am certain that these appointments are related to the activity to kill the 
board. Mr. Chase has consistently been in the minority on the Board pushing for 
stronger and more vigorous action. Mr. McQuillen served as counsel to the com- 
mittee, and he knows the loopholes only too well. Hopefully, the President will 
follow up on these appointments with persons of equal stature, so we will get a 
coherent, tough policy against excess profits ; and perhaps the President will give 
the Board the manpower it so desperately needs to carry out those policies 
effectively. 

I would also note, at this point, the fact that jurisdiction in the Senate has 
changed to the Banking Committee from the Finance Committee. A similar 
change was made last Congress from the Ways and Means Committee to this 
committee. Senator Proxmire, who is Chairman of the Banking Committee, has 
been a consistent supporter of a stronger Board and has authored legislation over 
the years to achieve that goal His love for the defense establishment is well- 
known, and I can imagine that the estahlishment is none-too happy about the 
change. 

So, I see the situation as being primed for forceful action by the Congress in 
this area. Here is a chance to do something about the money we are spending. If 
this legislation is passed, we can turn to our constituents and say that we are 
controlling the costs of government with an agency that pays for itself three times 
over. 

My whole philosophy in this area is fairly simple. If the contractors have 
nothing to hide, why thei are they afraid to open their books to this agency? If 
they are raking in excess profits, then by all means it must stop, and a strong 
Board is the best way to do tills. 
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Excess profits is a taiuous concept at best, and it is very hard to quantify. But 
there will be no way for us to determine whether we are getting our money's 
worth without the Board. There wUl be no way for us to know whether someone 
is gouging us for our critical needs, something that is totally imconsdenceable. 
Unless we can look at the books. The fate of this Board is in your hands, I am 
certain that you will act accordingly. 

That concludes my statement, Mr. Chairman, and I will be happy to answer 
any questions that the subcommittee might have for me. 

Mr. MiNiSH. Thank you, Mr. Stark, for that excellent statement. 

Mr. Annunzio, you are recognized. 

Mr. Annunzio. Mr. Chairman, I want to welcome my colleague back 
to our committee room. I hope he is happy on that distinguished com- 
mittee, Ways and Means. 

Mr. Stark. I can only say to my distinguished colleague from Illi- 
nois^ one never knows how good it was. 

Mr. Annunzio. That is a good statement. I have been here six terms, 
so I concur with you. It is 2 o'clock in the afternoon, something that we 
never did before. We have spread out so thin that we are not «3l as for- 
tunate as some of you that serve on exclusive committees. 

Mr. Stark. Like the District Committee ? 

Mr. Annunzio. As far as I have been able to observe, reading most 
of these statements, you are the onlv witness today and possibly tomor- 
row who will testify in support of the Board. 

Why in your view is it that you are the only one supporting some- 
thing that a majority of people coming beiore this subcommittee 
oppose, and they oppose very vehemently ? 

Mr. Stark. I appreciate being put in the category with Martin 
Luther King and Joan of Arc and Martin Luther. 

Mr. Annunzio. You fit in that category, as far as I am concerned. 

Mr. Stark. I was going to say that for the chairman. This is an 
area that, of course, I was interested in when I moved to Ways and 
Means, and as you know, the jurisdiction has been, in the wisdom of 
the Boiling committee, transferred to the Banking Committee. I think 
they transferred it to the Banking Committee because they knew I was 
coming to the Ways and Means Committee. But it is an area in which 
I have been plaintiff in lawsuits against some of the defendant corpo- 
rations with public interest groups to try and recover some of the 
amounts they nave literally stolen from the U.S. Grovemment, 

It is an area in which I had with a limited experience in the Air 
Force Procurement and Supervising — I hate to go back to the Atlais 
missile, that tells you how long ago it was, but you can see the differ- 
ence in competence among many of our Defense Department procure- 
ment agencies in really overseeing and competing with the massive 
kinds of staff that people like General Motors would bring to bear, and 
really finding that you see that the Defense Department has cooperated 
through a crony system. Or in the example given before, you get a 
David Packard who is Se<?retary of Defense and then he goes back and 
sells $150 million a year worth of junk to the United States. 

You begin to wonder where is the independence here. People move 
in and out of the White House and Defense Department anu private 
industry like a revolving door, and that doesn't really make for really 
^ood independent judgment. I think by the time it comes to the floor 
it will have at least 219, 218 votes, and then I think under the leader- 
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ships of Chairman Minisli overseeing the now subcommittee, it will 
accomplish soanething. 

Your decisions here will be vindicated, 

Mr. Annunzio. I appreciate your statement, your i*emarks this 
afternoon. I realize that the loss to the Ways and Means Committee is 
also a gain in the Senate. Senator Proxmire has assumed the 
jurisdiction. 

I thank you for appearing before tliis subconunittee. 

Mr. Stark. Thank you. 

Mr. Annunzio. And I appreciate your very excellent statement. 

Mr. MiKiSH. Thank you very much. 

Mr. Stark, I also want to thank you for coming here. I want to cor- 
i-ect your statement. This is just one aspect. You said that vou heard 
that Hewitt-Packard was doing $150 million a year. Actually it is $1 
billion. 

Mr. Stask. That was a good year. 

Mr. MiNiSH. I aLso want to say you were a member of this com- 
mittee and I had the privilege of chairing the Mass Transit Sub- 
committee, and you were a very valuable member. Not only was I grate- 
ful for your support, but people throughout the great country of the 
United States are pleased with the support you gave me, quality, low- 
cost mass transportation. 

Mr. RoussELOT. Mr. Chairman, just briefly. 

Mr. MiNiSH. Were you on that committee ? 

Mr. RoussELOT. I just want to correct something. You said Con- 
corde does a billion. That is not all for the Govermnent. It is $160 
million with the Grovemment. My colleague is correct. I knew you 
might be right. 

MX. Grasslby. Thank you, Mr. Stark, for appearing before the sub- 
committee to state your views on the reestablish ment of this agency. 
I would like to make one comment on that $160 million worth of junk 
that you are talking about. I look upon that as an insurance policy for 
peace if it is for Defense needs. 

I hate to think what it would be like if we didn't have any defense 
establishment at all. 

I think the tone of your testimony would be that whatever we spend 
on this, as long as the Board recovers one dollar, it is a benefit to nave 
it. I think you forget that fact that we identified 19 different steps in 
the procurement process where getting the taxpayers' dollars for 
weapons' spending is guaranteed at least. Maybe not guaranteed, but 
policed, and the Defense Contract Auditing Agency says that for that 
$80 million, their agency costs, there is a 20-1 benefit in defense out- 
lays before we ever reach to the renegotiation process. You addition- 
ally say that ahnost any cost would justify the existence of it, 

I think we have to have a cost benefit ratio, especially at this stage, 
considering the fact that the Defense Contract Auditing Agency is 
saving approximately $1.6 billion on an annual basis. 

I donx think you would accept that viewpoint that any cost would 
justify saving a taxpayers' dollar. 

In the case of welfare spending, I think there is a point where you 
can say that we have tried to cut out, but at some point it is going to 
be nonproductive. At that point I think you have to look differently, 
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at least in peacetime. I think that you need to be notified that the Trath 
in Negotiations Act doesn't sav that a contractor, whether that be sole 
source or otherwise, has to do Iwisiness with the Government* When we 
are at war they can be forced to accept orders under the Def «ise Pro- 
duction Act, but in peacetime in this country we don*t do the business 
of making people do business with tbe Government. 

I Imow that you heard Congressman McCloskey's remarks pointing 
out that all contracting and purchasing controls which are exercised 
over large corporations, you refer to as GO and GOT studies, have 
shown these contractors are all making less profits on their Government 
business than on their commercial business. Wouldn^ you say, if you 
believe in the competitive enterprise system, that under these circum- 
stances why should we waste mcmey on the ren^otiation process ? 

Mr. Stabk. I wouldn't say anything at all like that. I would have 
enough trouble with my own words, without having some put in for 
me. 

I would say that when contractors are hiding profits by putting them 
off or by juggling them around under the shell game as they can if they 
have multiSvisions, that I generally don t believe the figures that they 
give us. I did not say at any point in my testimony, nor do I make any 
reference to the costs. I am firmly convinced that this agency can col- 
lect manv times, many, many times its recoveries if it is properly and 
independently run. & whatever we spend to turn that phase around 
will come back to us manyf old and it will, I am sure, be not (mly a self- 
sustaining agency but its profits will be great. 

Policing procurement by having the Defense Department procure, 
and police the defense contractors is pretty much like taking the 
rooster out of the henhouse and putting the fox in. 

These people interchange, administrations change, and they leave 
the White House and go to work for the Defense contractors, many of 
them probably went to service academies, and it is an "old buddy" 
school. You work in the Defense Department long enough to make 
friends with the major contractors, and then you go get a bigger 
job after you get your 20-year retirement, with a Defense contractor. 
Those people can't police those decisions. They are not going to criti- 
cize decisions they made. You need somebody outside. You are not 
going to self -police yourself for a speed limit on the freeway and omie 
in and report every "time you exceed 55 on the way to Dulles. It doesnt 
happen. 

I submit that is a cotton candy world which is outside the realm of 
reality, and the tough costs, and "the IRS — where we have a voluntaiy 
tax system in this country — but still have dam stiff audits just to man 
sure where these large companies are. Where would the Department of 
Defense pick up the $25 million bribe that Lockheed or that the Boe- 
ing Aircraft bribe of 877 million when it is alleged they already knew 
arout it and the taxpayers are pajing for that. 

How do we renegotiate that $100-and-some-odd million back, when 
we have the same people acquiescing to it that are doing the contracting. 
We have too tight a group there for us to depend on their accuracy 
without some independent agency. 
Mr. MixiSH. Thank you. Mr. Allen, you are recognized. 
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Mr. AiX£K. Thank yoa, Mr. Chairman. Mr. Stark, I want to say as 
a new member of this subcommittee, your testimony has l)een very en- 
lightening to me, and I want to thank you for it. 

As I get the thrust of your testimony and your recommendation, it 
is one that the subcommittee be made a permanent committee, or semi- 
permanent anyhow, and that there be some restrictions to prevent 
those who serve on the Board from accepting the job until a given 
period of time with any of the Defense contractors. 

Mr. Stabk. Absolutely. 

Mr. AiiUEN. Second, that it be financed with enough funds to hire 
the staff of attorneys and accountants to do the job that they are called 
on to do. 

Mr. Stabk. That is positively correct. 

Mr. Allen. I can sense from your statement that you do not place a 
higher validity in the protestations of the contractors that their profits 
are too low? 

Mr. Stark. I think it is when they are reluctant or absolutely refuse 
to voluntarily turn over records that that determination could be made. 
One begins to suspect that they are doing that not just to be unfriend- 
ly, but mey may have something to hide. 

Mr. AlLen. And fourth, I think that perhaps amon^ your recom- 
mendations, as least implicit in your remarks, are that instead of ha- 
rassing the smaller contractors, to get on the top 10, top 15, the ship- 
builders who have no competition, and really go to work. Is that 
correct? 

Mr. Stark. I believe our colleagues in the opposition call it the 
''trickle down" theory. We will start at the top and let morality trickle 
down to the small business contractors. 

Mr. Allen. Thank you. 

Mr. Stark. I want to thank the Congressman from Tennessee, and 
say that in my short time that I have been gone there is populism left 
in this committee, but I am glad to see that it is here in form and sub- 
stance and kicking as always. Good to see you here. 

Mr. MiNiSH. Mr. Hansen, you are recognized. 

Mr. Hansen. Thank you, Mr. Chairman. 

I do have some questions. Something on page 6. Your testimony 
about the Board is under severe attack by the defense industry, 
and you make the defense industry sound like it is a bit monolithic. 
To my knowledge the defense industry have a few giants in it, but it is 
made up of an awful lot of small electronic firms and other people who 
are doing business in this particular area. 

Mr. Stark. I would say that is absolutely incorrect. 

The defense industry is probably one of the most monolithic in this 
country, and I imagine the top 100 defense contractors do something 
between 70 and 80 percent of all the business done with the Depart- 
ment of Defense, and I would like permission to give the exact figures 
and have it made part of the record. 

Mr. MiNiSH. Without objection. 

[The information submitted for the record by Congressman Stark is 
retained in the subcommittee file.] 

Mr. Hansen. Thank you. You said if the contractor had nothing to 
hide, then why are they afraid to open their books. You are aware, r^ 
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Mr. Hansen. Mr. Chairman, I know my time is up. I would just 
like to brin^ attenticm to one thing, and it is on the bc^om of page 2. 
You talk about the Truth in Negotiations Act. I wonder if our col- 
leaj^e would supply information regarding those instances that he 
is &niliar with where the Truth in Negotiations Act is not being com- 
plied with { You made the statement that frequently it is not complied 
with. I think we probably should know in what instances. 

Mr. Stabk. It is Admiral Rickover s testimcmy in another hearing, 
and if the chairman would like, I would be happy to supply copies 
of his testimony for the record. 

[The informaticm submitted for the record by Congressman Stark 
is retained in the subcommittee file.] 

Mr. MiNiSH. Thank you. 

Mrs. Spellman is recognized for 5 minutes. 

Mrs. Sfellman. Although I have a markup going on at this moment 
and will have to leave, I did want to stay and hear my colleague's 
testimony. I was interested in what you said about populism, that in 
form and substance you were glad to see it was alive and kicking. 

I think of you in just those terms, in the form and substance look- 
ing out for Uie public interest. 

At the moment, the act gives the Renegotiation Board Jurisdicticm 
over the Department of I^fense, NASA, the Maritime Commission, 
FAA, and tne G^ieral Sen-ices Administration. 

I might say that I have constituents who work in all of those agen- 
cies and they feel that this l^islation is vital and that this service is 
needed. 

You stressed the need for additi(Mial staff for the Board. I just 
wonder if you feel that with substantial increase in stafling, the Board's 
jurisdiction might be expanded to cover additional Federal agencies? 

Mr. Stark. Absolutely, Congresswoman Spellman, NASA really 
until very recently was running the whole atomic weapon program, or 
in the Joint Committee, to place that outside of the Department of De- 
fense. It is now the Weapons Department that has come under the 
Department of Defense. 

But much of the space program, for instance, is really military in 
nature and provides a great deal of military research done by the same 
contractors and it is absolutely ess^itial. 

When you figure we are spending 50 to 60 percent of the discretion- 
ary funcis that Congress has to spend each year with these types of 
contractors, and in this type of military procurement, it seems to me 
that 100 to 200 people trying to set the record straight, is a very small 
number. 

I think with a reasonable expansion of staff, we could include these 
other agencies, many of which purdiase billions of dollars in 
equipments 

Mrs. Sfelucan. I won't stay any longer, because I didn't leave a 
proxy at my markup session, but I do want Up know tliat many of the 
things that you have said here in your statement are the verj' same 
kinds of ocmmientB fliat are made to nrie by employees of the various 
agencies who are in a position to know. They agree with you. 

Mr. Stabk. lliank you. 
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Mr. MiNiSH. The gentleman from California is recognized for 5 
minutes. 

Mr. BoussELOT. Thank you, Mr. Chairman. I see my colleague again. 
We had a chance to be in Oakland in his area Friday to discuss what 
the Census Bureau was going to do. We had Black Panthers and all 
kinds of people telling us how they were imaccoimted for in the Census 
Bureau. 

I am fascinated by your statement in a very positive way, because I 
know as a former banker, a man who sold his bank to the Arabs, that 
you are very careful to be very precise and exact even with a pencil. 

You said the record shows the Renegotiation Board had flagrant 
abuses of the law by industry and something less than diligence on the 
part of the Board. 

Now, I would like you to identify somebody from the agency that 
told you that. Maybe it was Mr. Chase. I don't know. He is oeing con- 
sidered, as you know, for the position. Something less than diligence 
on the part of the Board. Do you have records of flagrant abuses? 

Mr. Stark. Yes. 

Mr. BoussELOT. You can provide them for the record ? 

Mr. Stark. I would like to provide the abuses of the law. An exam- 
ple of that, if I may, is the kind of thing, withholding information, for 
example, that might very well be available to another agency like the 
SEC. 

I define that as an abuse of the law as opposed to a violation, which 
obviously should be reported. 

Mr. Iu)USS£LOT. You said flagrant abuse of the law and you would 
provide the instances of flagrant abuses of the law ? 

Mr. Stark. Yes. 

Mr. BoussELOT. And you will show us those ? 

Mr. Stark. Yes. 

Mr. Bousselot. And, too, you will tell us about the less than dili- 
gence on the part of the Board ? I think we should immediately get tliat 
information in the Senate because they will be asked if this Board is 
continued, and, of course, it is expired, as the gentleman knows, and I 
have not had a lot of letters telling me to reestablish it, because the 
world is going to come to an end, but I am glad to have you here today, 
as obviously you think it wilL 

[The information submitted for the record by Congressman Stark 
is retained in the subcommittee file.] 

Mr. BoussBLOT. Now, I was fascinated by your comment that exces- 
sive profits is a tenuous concept at best, and it is very hard to quantify. 
Now, you are a former banker. What do you call an excessive profit i 

Mr. Stark. I would call it in relation particularly to defense con- 
tracting, a profit which one has no relation to the capital involved, 
which has no relation, say, to the unique ability of the enterprise of 
one over another to provide the unique service or contract. 

A good example would be somebody runnii^ a forge shop who gets 

a very expensive forge hammer developed by the U.S. Air Force at the 

cost of many hundreds of millions of dollars. Other than that, the 

operator haa nothing but a vacant lot, an ability to push the button, 

1 he has a lease for 10 years at a ridiculously low rate, relative 

% commercial rate for the same kind of development. 
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He is awarded a contract having to put very little capital of his own 
or her own into the venture, and then perhaps makes $20 or $30 million. 

Mr. BoussBLOT. You have heard of that happening ? 

Mr. Stark. I think we 

Mr. SoussELOT. Did that actually happen ? 

Mr. Stark. You can go down the list. 

Mr. EoussELOT. I am waiting for this list. 

Mr. Stark. Yes, I would be glad to provide it. 

Supplemental air carriers, for example, in the name of free enter- 
prise, World Airways. We gave them the DC-8. We gave them the 
military contracts and then were just waiting to haul our committee 
and others on trips. We could have used those same Air Force planes 
to provide the Vietnam haul, and now we end up with an empty hang- 
er at the Oakland Army Terminal, built with $14 million of Govem- 
ent money, all written off through tax loopholes, which I also con- 
sider part of the excessive profit accumulation, and an airline without 
any work to do. 

We created it out of the taxpayers' dollars. We created all of them. 

Mr. BoussELOT. I had some real hard problems with that whole 
group of airlines myself in 1961, and it was your party that in Congress 
supported keeping it on. 

Mr. Stark. I am the most bipartisan person in the world. 

Mr. BoussELOT. Let's get back to profits. Do you have a definition 
you could give us, and the reason I ask it, is because this is one of the 
prime purposes of this Board, and yet every time we ask, although 
they have done better in recent years, in defining it in writing than in 
the past. But since you are a former banker, a banker that us^ to ana- 
lyze whether you did or didn't make loans to groups that had excessive 
profits, would you make a loan to a corporation doing business with 
the Government that didn't make a profit ? 

Mr. Stark. That did not make a profit ? 

Mr. Bousselot. Yes. 

Mr. Stark. In the credit sense, if they weren't able to service their 
loan, the Grovemment, for instance, made loans to Lockheed which 
obviously, banks didn't want to make. 

But it seems to me that in the sense if you include cash flow — if you 
will take the pretax profit and include tax loopholes, I would say in 
many, many cases there is good cause for making a loan to an enter- 
prise that doesn't show an aftertax profit. 

Mr. Bousselot. Since you are very good in this field, could you give 
us your definition of an excessive profit and how you would, admin- 
ister trying to oversee that if you were there ? 

Mr. Stark. Li the hopes of getting the gentleman's support, as head 
of this independent agency 

Mr. MiNiSH. The gentleman from California's time has expired. 

Mr. Stark. I wll submit that. 

[The information submitted for the record by Congressman Stark 
is retained in the subcommittee file.] 

Mr. MiNiSH. Thank you, Mr. Stark. We appreciate having you 
here. Congressman Trible, you are recognized. 

You may summarize your statement. 
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STATEMENT OF HON. PAITL S. TBIBLE, JB., A BEFBESENTATIVE IN 
CONOBESS FBOM THE STATE OF VIBOINIA 

Mr. TribiiE. I would like to read my brief revised statement which 
is a part of the materials before you, I am told. 

Mr. Chairman, I appreciate the opportunity to appear before you 
this morning. The Renegotiation Act expired on September 30, 1976. 
I see no reason to revive this act. I oppose H.E. 4082. 

However, if it is the intention of this subcommittee to do so, then 
I suggest a simple extension for a minimum specified period of time 
to allow study of the costs against recoveries and to assess the effec- 
tiveness of statutory and regSatory controls instead of renegotiaticHL 

Such an analysis would show, I believe, that returns to the public 
treasury pursuant to rencjgotiation have been either negative or neg- 
ligible. But it is not my intention to discuss this point today. 

The reason for my presence today is m^ concern that the Kenego- 
tiation Board works against current peacetime objectives of the Armed 
Services Committee and the Department of Defense. 

Obviously, the Government should and must have safeguards a^inst 
excessive profits. In times of national emergency it was appropriate to 
implement the renegotiation concept. But the Federal Government 
procurement program has been dramatically improved since the war 
years. 

Contracting methods have become far more precise and stringent, 
more effectivdy assuring the lowest possible price on Gk)vemment con- 
tracts and significantly reducing the potential for excess profits. 

In this regard it would be important for this subcommittee to con- 
sider the workings of the Armed Services procurement regulation, the 
Federal procurement regulations, the Truth in Negotiations Act, the 
Defense Contract Audit Agency, the defense contract administration 
services, performance reporting, cost accounting standards, and so on. 

The effectiveness of the Government procurement program is shown 
by the results of the recent Department of Defense study Profit 76, 
that concluded that profits on defense business were insufficient to 
encourage investment in modem productive equipment, and that, for 
a variety of reasons, there has been an erosion in the number of con- 
tractors and subcontractors bidding for defense business. 

This is most disturbing to those of us that believe that America 
must maintain a strong defense posture. There are a number of rea- 
sons for this disturbing trend, but an overwhelming concern evidenced 
by the Profit 76 study was the unreasonable trouble and cost of comply- 
inrr with Government redtape. 

When the public thinks of our industrial defense capacity, the ten- 
dency is to mistakenly equate it with a relatively few companies — 
typically, those in aerospace and shipbuilding — who are highly de- 
pendent on defense busmess. But our real industrial base is much 
broader. 

It is composed of thousands of other companies who supply a multi- 
tude of essential but less spectacular items, products like uniforms and 
blankets, trucks and tank, aspirin and cough syrup, food and beverages, 
and nuts and bolts. 

These are the kinds of firms which the Benegotiation Act hits the 
hardest. These firms must go to great expense just to prove their profits 
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are not subject to reno|rotiatioii. For the others, who do not avoid the 
Board, the paperwork Durden is sta^;gering. Before the subcommittee 
acts on H.R. 4082, it should review this impact. 

I would like to enter a statement from the National Presto Co., for 
the record and summarize it to illustrate how DOD's objective of ^- 
ting what it needs for the best price conflicts with the Kenegotiation 
Board's subjective detenninations of excessive profits. 

[The statement referred to by Congressman Trible from National 
Preston Industries, Inc., entitled "A Grim Fairy Tale" may be found 
at the end of his statement] 

This is the story of a company who in 1966 imdertook to produce 
shells for the Vietnam defense effort. It tells of their trials in getting 
production started on a complex new desij^, how they overcame these 
trials and proceeded to achieve recordbreaking production. 

For their accomplishment, they were universally praised. Senator 
William Proxmire congratulated Presto on its "cost-saving efforts" 
and called it "an efficient military contractor." The commendations 
from Government were capped by election of its president to the Army 
Hall of Fame — one of the few civilians who had ever been so honored — 
and the awarding to him of the Army's Outstanding Civilian Service 
Medal. 

This statement also tells us that this firm negotiated fixed price 
contracts despite the risks involved and ultimate^ was selling to the 
Army at 30 percent less than its competitors, who ultimately dropped 
out. 

And, finally, it tells us that despite the risks, despite their efficiency, 
despite their contributions to the war effort, ana despite their low 
costs, they have been assessed $25,300,000 for excessive profits. This 
represented 63 percent of the determinations that the Board reported 
for the entire fiscal year just concluded. 

Mr. Chairman, I find little merit in this assessment. It has forced 
Presto into a Hobson's choice. If the company is to continue as a 
defense contractor, it must choose between discouraging efficient or 
facing the risk of being renegotiated out of the profit flowing m)m 
its efficiency. 

It's a no-win situation. The result of this horrible fiasco is that 
we may lose access to the lowest cost producer of the shells. 

The Renegotiation Board will tell you it saves taxpayer's money, 
but they never figure what it costs us to lose the services of produc- 
tive low-cost producers like this and to pay the costs of less efficient, 
more expnensive contractors. 

Likewise, the Board will not tell us how much it costs in increased 
contract costs for contractors to complete all this paperwork. Ulti- 
mately, the American taxpayer must pay the bill, smce the costs are 
passed directly through as administrative overhead. 

There is no doubt that our defense production base is being weak- 
ened by the distorted policies followed by the Board that discourage 
productivity, efficiency and competition for Government business. 

I urge this subcommittee to do no more than extend the life of the 
Renegotiation Act until an independent study can fairly and im- 
partially determine the real need for the Renegotiation Board in 
peac^ime. 
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[The statement submitted for the record by Congressman Trible 
from National Presto Industries, Inc., entitled "A Grim Fairy Tale" 
follows:] 

Statement of the National Pbesto Industbies, Inc., Joseph H. Bebnet, 

Vici: Peesident 

"A OBIM FAIBY TALE" 

Once upon a time, there was a company that believed that Government c<»i- 
tractors who took risks and who were efficient would be rewarded. The com- 
pany's name was Presto. Now, Presto usuaUy sold pressure cookers and other 
useful things for the kitchen, but in times of need it also produced projectiles 
for the Army ; 1966 was such a time of need and the company offered its services 
to its Government. 

The company, in accordance with its beUef, took lots and lots of risks. In 
1966, in the face of some very long odds, the company decided to produce 105- 
miUimeter projectiles. The Government equipm^it on which iit was to produce 
these projectiles had been installed in 1954 and most of it had never beoi 
used. Naturally, all of the equipment warranties had expired by 1966. The 
equipment had been speciaUy designed for a new largely untried process caUed, 
**hot cup cold draw." No one had ever tried to use the hot cup cold draw process 
for mass production.^ Since most of the equiimient had not been used, it was 
unclear whether the process would really work. The equiixnent had also been 
designed to produce a 1953 projectile. To no ones surprise the 1966 inrojectile 
was not the same as the 1953 projectile. In 13 years one would expect the Army 
to have made lots of changes. Consequently, the untried equipment designed 
to use an untested process to produce a 1953 projectile, had to be modified to 
make the 1966 model projectile. 

Sounds pretty risky, doesn't it. That's not aU, in fact, many would say that 
was the least of Presto's problems. There was the matter of people. Who would 
manage the projectile lines? Who would supervise the lines? Who would man 
the lines? In 1966 there was no one to do these jobs. NaturaUy, Presto had 
first-class management and engineering talent, but that talent was busy devd- 
oping better pressure cookers and thinking up new kitchen items like the first 
submersible electric coffee pot and the first electric fry pan.' Finding good 
management talent was next to impossible: persons of ability are only inter- 
ested in jobs that have long-range opportunity. Managing a shell line is at best 
a temporary affair, since the Army's need for projectiles is usually very short 
term. Finding enough people to man the lines was also no easy task. For one 
thing the labor market in 1966 was tight. For another, the lines were located 
in Eau Claire, Wis. Eau Claire may be the metropolis of northwest WlsoHisin 
but its population, at least in 1966, was less than 40,000. A minimum of 2,500 
people were needed to fully man the projectile lines. Mind you, many of the 
jobs required the skills of an electrician, of a millwright, and of a mechanic 

The people problems were eventually solved. Presto diverted its best manage- 
ment, manufacturing, engineering and procurement people from their com- 
mercial tasks to projectile production. It went on an areawide search to find 
people to man the lines and did a great deal of on the job training. 

Presto took yet another risk. Against the advice of the true steel experts, 
the steel companies, it decided to use a relatively low grade of steel that was 
considerably cheaper than the steel which the steel companies reccmimended 
for the hot cup cold draw procesa 

Did these risks pay off? Yes and no. On the one hand, Presto went through a 
minor hell to reactivate the shell lines ; ilts commercial business eventually began 
to show the effects of neglect. On the other hand, the low gn^ade steel worked 
(the steel companies were wrong) and the company managed to earn pn^ts on 
its contracts. 

Were these the "only" risks that the Company took? Hardly, because once 
the Company began to produce, it produced and produced imd produced. And that 
created more risk& 



^ The hot cup cold drmw proeen it a real money sayer bat It's hideoaslT complex and very 
dtflcQlt to implement. Most companies that hare tried to use It hare raUed, talonff tome 
vtryhefty losses In the process. 

*Tliat same talent has recently broagbt yon the Presto Barger^M hambnrger cooker 
•ad the Fry Baby tm deep fat fryer. 
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By the middle of 1968, the Company was averagiii«r ahont 1,000,000 lOBMM 
projectiles per month. That is a lot of projectiles. The competition could not 
keep up^ and while their prices began to <dimb during the inflationary period 
of the late OO^s, Presto*8 dropped. Finally, in the iatter period of 1969, when 
•there was nearly a 80 percent price spread between Presto and its nearest com- 
petitor, the competition dropped oiA. 

As the Army's only 106MM producer, Presto continued to pour out shells at the 
rate of 48,000 per day— that's 1,000,000 per month. The Army did not need so 
many projectiles, but since the price for one million was aboijt the same as the 
price for the amount per month that the Army really needed, the Army felt that 
it could not pass up the bargain. So the Company produced and produced. Natur- 
ally, the equifwient began to get very, very tired and breakdowns became more 
and more frequent. But still the Company produced and produced. 

Suddenly, in early 1972, one million shells per month wasn't enough. The Army 
needed more projectiles for the Tet Offensive. To obtain more projectiles, it 
would have to either reactivate one of the other 106MM plants — a very expen- 
sive and time consuming operation, or ask Presto to produce additional pro- 
jectiles on equipment that was already showing severe wear and tear. 

Presto responded by nmning its lines around the clock, six and sometimes seven 
days a week. The equiiKnent was denied its Saturday and Sunday Sabbath, days 
during which routine maintenance (and sometimes not so routine maintenance) 
had been performed. E2quipment breakdowns became even more frequent. Never^ 
theless. Presto managed to boost its production from 48,000 projectiles per day 
to 51,000 projectiles per day, to 53,000 projectiles per day and finally to 54,000 
projecltiles per day. Thanks to Presto's extraordinary effort, the Army had enough 
106MM projectiles for the Tet Offensive, and it didn't have tx> reactivate an- 
other 105MM facility. 

Now, you might ask, what the risk was in producing projectiles on tired equip- 
ment. Surely, you might think, the Government would compensate Presto for 
any losses resulting from the breakdown of equipment. Well, if you think that, 
you are wrong. All of Presto's contracts with the Government were fixed price 
contracts. Under a fixed price contract, the contractor receives the contract price 
no matter what happens. If a key machine breaks down, it is Presto who pays 
the workers for their idle time, and it is Presto who bears the cost of the un- 
absorfoed burden — ^the contract price remains fixed whether PrecM^ produces 
200,000 projectiles per month of 1,000,000 projectiles per month. 

Fixed price contracts are always risky contracts. Fixed price contracts with 
the Army are riskier than any other fixed price contracts. Like most other con- 
tract negotiators, the Army negotiators are tough and always seek to negotiate 
the lowest possible price. Unlike most negotiators, the Army has access to all 
of the information the contractor uses to calculate its price, in fact, it even 
audits all of the historical cost data. 

Not only that, but the Army gets a second bite out of the apple. At the end 
of the contract, it performs a second audit. If it finds that the contractor did not 
reveal "all" during the negotiations, it may take away the profits that it believes 
would not have been realized had the contractor shared all of its knowledge. 
Clearly, the Army is in a unique position to drive a very hard bargain. 

•Presto not only took lots of risks, but was also very, very efficient. Believe it 
or not, that exhausted equipment is still running. Presto has used it to produce 
92,376,129 projectiles (and still counting). That is more heavy artillery projec- 
tiles than has been produced at aU other (105MM, 155MM, 8 inch, etc.) facili- 
ties combined. The prior production record for a single facility was 44,000,000 
a performance that had been considered extraordinary — a never to be attained 
again performance. The equipment on the other line is to be completely replaced, 
for in the process of producing a mere 44,000,000 projectiles, the lines were total- 
ly consumed and the equipment reduced to scrap. Presto is now in the process of 
modernizing its lines, however, most of its equipment is being overhauled, not 
scrapped. 

Not only has Presto produced a lot of projectiles, but it has produced them on 
time. Once the lines were reactivated. Presto delivered projectiles on or ahead of 
schedule. 

Presto shells are of the highest quality. The people who load, pack and as- 
semble the shells ought to know quality better than anyone else. For years those 
pople have raved about Presto's phenomenally low defect rate and its ability to 
control projectile weight 
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Government in-plant inspectors are also experts in the field of quality. The 
Government in-plant inspectors have shown their appreciation of Presto's quality 
by dramatically reducing their inspection team : from a high of 67 men in 1967 
to 55 men in 1968, to 35 men in 1969, and finally to 14 men in 1971. 

Presto managed to hold and even reduce (it usually reduced) its prices during 
the inflationary economy of the late 60's and early 70*s. How did it do it? Mostly 
by being extraordinarily efficient, by using its work force more effectively, by 
producing less scrap, and by procuring material at bargain prices. Presto has a 
wonderful purchasing department filled with some very hard nosed bargainers. 
Those bargainers through negotiation persuaded the steel companies to furnish 
bar quality steel (steel held to a closer tolerance) at the price of shell section 
steel. The difference in price between bar quality and shell section steel ranged 
from a low of $14 per ton to $31 per ton. Since it takes about 17,(X)0 tons of steel 
to produce 1,000,000 projectiles, you can see that is a lot of money. Those same 
bargainers also negotiated some very advantageous long term steel procurement 
contracts. Under one contract that began in 1968 and ran through December of 
1971, Presto purchased steel at $142.50 per ton and watched the market price 
climb to $181.50 per ton. Steel was such a bargain at $142.50 that once Presto 
had bought enough steel to meet its own needs, it urged the Government to 
buy 50,0(X) tons of steel for the Government's use under Presto's steel contract* 
Under another contract, Presto had the right to purchase steel at $195.50 per ton 
during a period in which the market price rose to $281.50 per ton. 

By 1970, letters of congratulations and awards began to pour in. The Secretary 
of Defense and generals and other officials from the Office of the Assistant Sec- 
retary of Defense, the Office of the Assistant Secretary of the Army, the Army 
Material Command, Pica tinny Arsenal, Frankford Arsenal, the U.S. Army Arma- 
ment Command, the U.S. Army Ammunition Procurement and Supply Agency, 
and the Defense Contract Administration Services Offices in Chicago and Mil- 
waukee all wrote to congratulate Presto on the quality, quantity and price of its 
projectiles. The President of Presto, a small, jolly man who looks like St. Nick, 
was elected to the U.S. Army Hall of Fame (one of the few civilians who had 
ever been so honored) and was awarded the Department of the Army's Outstand- 
ing Civilian Service Medal. Last but by no means least. Presto has received two 
letters of praise from the great cost cutter himself. Senator William Proxmire. 
The Senator congratulated Presto on its "cost saving efforts" and called it, "an 
efficient military contractor." 

At this point, you must be waiting for those familiar words, "and Presto lived 
happily ever after." Prepare yourself for a shock. In 1971 the Renegotiation 
Board began its proceeding's to renegotiate Presto's contracts with the Army. The 
Company was not worried — with its record there was nothing to worry about. It 
waited expectantly for a clearance and perhaps a few glowing words for its 
accomplishments. The clearance did not come. What did come, came on May 21, 
1976 — a whopping Renegotiation assessment for $25,300,000, 63 percent of the de- 
terminations the Board reported for the entire fiscal year ending June 30, 1976. 

Like most tales, this tale has a moral : 

"If you are a Government contractor, do not take risks and do not be efficient. 
You may earn profits by operating efficiently and by assuming risks. But you will 
not be able to keep such profits. The Renegotiation Board will take them away 
from you." 

Mr. MiNiBH. Mr. Trible, I want to thank you very much for your 
statement. I gather you are a new member? 

Mr. Trible. I am, sir. 

Mr. MixiSH. Have you done any work in this field before ? 

Mr. Trible. I served on the Armed Services Committee, Mr. Chair- 
man, and therefore I have had some limited experience dealing in de- 
fense contracts. I do not, however, pretend to be an expert. 

Mr. MixisH. Are you a party to a letter that left the Armed Services 
Committee to the President in opposition to our bill ? 

Mr. Trible. I signed a letter along with 8 to 10 other members of 
the Armed Services Cmnmittee from both sides of the aisle express^ 

'The Army negotiators wbo antborlsed parcbase of tbe 50.000 tons of OoTemmeiit 
d were each awarded the .Presidential Management Improvement Award for acblere- 
Its In redncing tbe Army's procurement costs. 
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our oonoem to Mr. Carter that he sliould consider this matter 
ifiy before taldng a position. I did, sir. 

Mr. MnnsH. I nave not seen it, but I do know that some people 
have now disassociated themselves from the letter. I just make you 
aware of it. 

On page 3 of your statement you refer to products like uniforms, 
blankets, aspirin, and cou^h sjrrup. Now, you know or you should 
know that cough syrup and aspirin and things of that nature are ex- 
empt under the commercial article exemptions. 

Mr. TumLE. I think, sir, the point perhaps I inartf uUy was attempt- 
ing to make is that when we talk about defense, necessary defense items 
we are not only talking about the big boys, we are not only talking 
about the F-15 aircraft and nuclear aircraft carriers, we are talking 
about a variety of very necessary items. I tliink that is a very im- 
portant point to make. 

Mr. MnasH. But are you aware that they are exempt imder the 
commercial article exemption ? That is the question I asked you. 

Mr. Tbible. I am not sure that is necessarily the case, but I will not 
quarrel with you on that point because I do not think it is that 
important 

Mr. MiNisH. On page 2 of your statement you talk about National 
Presto is sole source producer of 150-millimeter shells from 1960. As 
such Presto has had no competitive pressure to keep its prices and 
profits down. In addition, all of the production line facilities used by 
Presto in its shell production were paid for and furnished by the 
Government. 

Mr. Tkible. That is not my statement, Mr. Chairman. 

Mr. Mjq^ish. No, that is not your statement, that is my answer to 
your statement. 

Mr. Tbible. I see, sir. 

Mr. MiNiSH. In 1970 the Renegotiation Board determined that 
Presto enjoyed profits of 12 percent on sales, which was 50.9 percent 
on capital and 90.5 percent of net worth. After renegotiation Presto 
was left with 1970 profits of 8.6 percent on sales, keeping in mind 
that they did not pay for their production lines, 35.3 percent on capi- 
tal and ^.9 percent on net worth. 

Now, the question is, do you find these determinations by the Board 
to be unreasonable ? 

Is 8.6percent profit on sales unreasonable ? 

Mr. Tbible. Mr. Chairman, the U.S. Government must be in a posi- 
tion to purchase at the lowest possible cost to the taxpayer items that 
are necessary for our national defense. It is my view, sir, that in order 
to do that, these companies must have a profit on their return. If 
they do not they will remove themselves from the marketplace and 
we will be in a venr difficult position. 

Mr. MiNisH. They did make a profit. I am telling you 8.6 percent 
on sales. Do you feel that 8.6 percent is imreasonable considering that 
the Federal Government put m the lines where they manufacture the 
equipment? 

Mr. Trible. Mr. Chairman, profit 1976 studies show that the pretax 
return on investment on our military defense contractors was 5 to 8 
percent. The aftertax return was to a negative figure. If I was in the 
defense business I would hardly make that sort of investment. 
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Mr. MiNisH. Well let me ask, will you answer the question I asked 
you ? 8.6 percent, do you think it is a fair profit ? 

Mr. Trible. I do not think it is unfair when one considers the con- 
tribution that was made and the fact that the Federal Government 
was buying a necessary product at the least possible cost. 

Mr. MiNisH. Then you think it is fair ? Let me ask another question. 

Mr. RoussELOT. I think it is fair. 

Mr. MiNiSH. Thank you. You will get your time, so just be patient. 

I understand that one of the Navy's major shipbuilders is located 
in your district, and they have more than $700 million in claims out- 
standing against the Navy imder shipbuilding contracts. In recent 
hearings held by the House Appropriations Committee, Newport News 
indicated profits on their shipbuilding contracts that were exceed- 
ingly low, and if it were not for the large parent conglomerate, 
Tenneco, the company would be in serious financial difficulties. Is that 
true? 

Mr. Trible. Mr. Chairman, I am also a member of the Seapower 
Subcommittee of the House Armed Services and I am very acquainted 
with that pnyblem and would be happy to discuss it with you today. 

We have three principal Navy shipbuilders in America. One is 
Litton, one is Electric Boat, and one is Newport News. 

Testimony before the appropriations hearing last week showed very 
eloquently that Litton and Electric Boat are in very dismal financial 
straits. Newport News is indeed in my district. Newport News profits 
are so small that they risk not coming before the Renegotiations Board. 
So I do not think that is a matter of real concern. 

Mr. MixiSH. Do you know that to be a fact? 

Mr. Trible. Let me say this, Mr. Chairman ; like you sir, and like 
the other members of this subcommittee, I cannot say with as much 
certaintv as my colleague Mr. Stark. 

Mr. MixiSH. Let me help you along. 

Mr. Trible. I do not snare the cynical view expressed here today. 
Our political system is a human one and so is our business one, and it 
is no worse than the men or women that make it up and there are 
abuses clearly. 

Mr. MixiSH. In the interest of cooperation, let me help my colleague 
along. 

Mr. Trible. I would be happy to respond and T was attempting to 
do so. 

Mr. MixisH. I am sorry, go ahead. 

Mr. Trible. Completing my thought, the point I wanted to make was 
simply this, that just as we keep seeing abuses in this House 

Mr. Rousselot. In this House ? 

Mr. Trible [continuing] . So, too, we seek abuses in the marketplance. 
Just as I believe the majority of the Members of this House are honest 
and dedicated, so do I believe that the majority of the component parts 
of the business community are motivated in the same way. I rejected 
the statements made by Mr. Stark. 

Mr. MixiSH. Mr. Trible, it is all right to answer a question. I asked 
you a simple question. 

Mr. Trible. All right. 

Mr. MixiSH. You said, if I can recall correctly, that Newport News 
has had some financial problems. 
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Mr. Tribub. SpecificaUy Xewport News has testified that their re- 
turn on investment before ccmsidering these claims^ if they are indeed 
favorably resolved, will be about 2 percent. That is a terrible return on 
an investment and if I was Tenneco I might go out of the shiptmilding 
business. 

Mr. MixisH. Thank you. I iwill present this for the record, an article 
from the Times-Herald of Newport News, Va., in your district^ en- 
titled "Shipyard Records Profit High.'' 

Mr. Trim^ Tenneco, not shipyaras. 

Mr. MixisH. Not Tenneco, the shipyard, Newport News. Before you 
get further out on a limb, do not tell me it was because of any com- 
mercial work, because they did say here that Tenneco's report said the 
shipyard increased profitabilitv in every division except the new com- 
mercial ship construction. I will submit this for the record. 

[The article submitted for the record by Chairman Minish follows :] 

[From the Newport News (Va.) Times-Herald. Mar. 14. 19771 
Shiptabo Records Profit High 

Newport News Shipbuilding showed record revenue and profits for the second 
year in a row last year, recording a one-third jump in profits over 1975. 

The shipyard took in $688.2 million in 1976 and earned a profit— l>efore interent 
and taxes — of $40.5 million, according to figures released by the shipyard's 
parent company, Tenneco Inc., in its annual report. 

Revenue in 1976 was 12 percent higher than the yard*s $613.5 million in sales 
in 1975, and profits were 33 per cent higher than the 1975 figure of $30.3 million 
before interest and taxes. 

Pre-tax earnings last year came to 5.9 percent of sales, the highest figure 
since the shipyard earned 8.2 per cent on sales in 1970. Federal income taxes 
wm cut that figure about in half. 

Tenneco's report said the shipyard increased profitability in every division 
except new commercial ship construction. Higher profits in other areas were 
offset by ''start-up" costs in getting work under way in the shipyard's north 
yard for commercial ships and by losses on El Paso Southern, the first ship 
constructed in the north yard, the report says. 

The backlog of work at the end of 1976 was $1.8 billion, slightly lower than 
the $1.9 bimon backlog at the beginning of the year. 

Tenneco earned 10 per cent on the net assets employed at Newport News 
Shipbuilding in 1976. Comparable figures are not available for previous years 
because of a change in information provided in the annual reimrts. 

Much of the report on the shipyard is devoted to Navy business and shipbuild- 
ing contract claims. The shipyard has claims, or requests for contract price 
increases, of $742 million against the Navy. 

If those claims were settled for their full face value, the reiK)rt exphiins, th© 
shipyard would only receive $395 million. Because the shipyard and the Navy 
share in profits and losses on ship contracts. The remaining $347 million would 
be the Navy's share. «.. . . 

At the end of 1976, there were $834 miUlon in claims outstanding. The shipyard 
estimated it would receive at least $222 million from the settlements, the re|)ort 

In February, the shipyard settled a $142 million claim for $45 million, but 
the report is not clear on the effect of that settlement, saying It "will not re(|ulre 
Newport News to change Its overall assessment of the minimum amounts to 
be received." 

The report notes that if the shipyard can settle the claims only for the amount 
estimated, it will earn 2.3 per cent profit on $2.3 billion In Navy work. Involving 
14 ships constructed over a 12-year peHod. ^. „ ^t -* « ^^ 

"If interest costs were deducted from the proJ«>cted profits, the rejKirt g(M»s 
on. "the entire program . . . would be a break-even venture at iMWt." - ^^ . 

Tenneco also recorded new hlghs in revenues and profits. Ravenues of $0.4 
blUion were up 14 per cent over 1975's $5.6 billion in sales. Profits l)efore taxes 
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Md Interest were np 12 per cent, frwn |343 mllUon In 1976 to $384 mUUon In 

The shipyard accounted for 11 per cent of Tenneco's revenues and 5 per cent 
of the profits of the Houston-based conglomerate, which has divisions ranging 
from oil production to farming. 

Mr. Trible. Activities at Newport News do not come within the 
purview of today's discussion, because quite f ranldy exeryone will 
agree that their profits are not subject to review because they are so 
dismally low. I would take issue with that statement. It is my under- 
standing, and I could clearly be mistaken, that Newport News is a 
subsidiary and did not record profit highs, but Tenneco, the parent 
corporation did. 

Mr. MiNiSH. I am not talking about Tenneco. That is a statement 
dealing directly with the Newport shipyards. 

Mr. Trible. Those are matters of public record, and if indeed I am 
mistaken I would refer to the public record. 

Mr. MixisH. My time has expired. Mr. Annunzio? 

Mr. AxxuNzio. Thank you, Mr. Chairman. 

Mr. Trible, I have had occasion to read your statement and in your 
statement you suggest that before anything is done about renegotia- 
tion a study of the Board and the needs for it in peacetime should be 
undertaken. Is that correct? 

Mr. Trible. I have suggested that, yes, sir. 

Mr. Annunzio. I know that you are aware of the number of studies 
of the renegotiation process which have already been made and I 
would like to reiterate some of the studies for the record. 

A report of the Joint Committee on Internal Revenue Taxation of 
1975, the GAO report on causes of excessive profits of 1975. The Joint 
Committee on Internal Revenue Taxation preliminary report of 1974. 
The GAO report on renegotiation of 1974. The report on the Com- 
mittee on Government Procurement of 1972, the report of the Subcom- 
mittee on Government Activities of the House Committee on Govern- 
ment Operations of 1971. In addition, this subcommittee held extensive 
hearings on renegotiations in 1975. It may also interest you to know 
that each provision, as I have my name on the bill as one of the co- 
sponsors of H.R. 4082, was recommended by several or all of the 
studies I have referred to. Now, in your judgment 

Mr. Trible. I am familiar with those studies to which you are 
alluding. 

Mr. Annunzio. Your judgment is that we continue this study of 
this problem before we come up with some kind of an answer? 

Mr. Trible. I would suggest the most recent of those studies was 
completed in 1975, that there have been events that have occurred since 
that date that highlight the need for further study. 

For example, the "Profits '76" study. Moreover the thrust of these 
studies was often aimed at asking how the renegotiation process could 
be improved. It did not ask the question whether it should be con- 
tinued. 

This is a more fundamental question and one that I think should be 
answered first. 

Moreover I would suggest that we have a need for a study that would 
not be weighted in any direction, but a study completed by a body that 
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is purely neutral, detached and in a position to weigh and balance 
the circumstances. 

Mr. Annunzio. What do we do when we are doing all of this study ? 
Just what do we do? 

Mr. Trible. I would hope that we do nothing, sir. 

Mr. Anxuxzio. In other words, we study it to death and we do 
nothing? 

Mr. Trible. I think that a study would show how imnecessary it 
would be to revitalize this Board, and it is to that end that I have sug- 
gested that such a study be made. 

Mr. AxxuNZio. You remind me of some people who say that if we 
all went home the people would be better off. 

Mr. Trible. I think that most Americans would agree that is the 
case. 

Mr. MixiSH. You are not thinking of resigning, are you? 

Mr. Axxuxzio. You can leave now. 

Mr. Trible. I think one man similarly situated, a man with a similar 
philosophy can make a difference. 

Mr. MixiSH. Mr. Grassley. 

Mr. Grassley. Mr. Trible, I just want to state I would like to thank 
you for your comments. They aiow that you have thought well about 
not only the immediate dollar but about the future defense posture 
of our country, our capabilities to meet quick change from peacetime 
to wartime production. 

I think that is part of our thinking that has to go into what we are 
going to do about this. We have to create an environment, and you 
are to be commended for your concern that we do have such an environ- 
ment. I thank you and I will not ask any question. 

Mr. Trible. Thank you, Mr. Grassley. I appreciate your not asking 
any questions. 

Mr. MixiSH. Mr. Allen, do you have any questions? 

Mr. Grassley. I want to yield to the gentleman from California. 

Mr. Rousselot. I ask you, I would like to put the article that the 
gentleman had in the record 

Mr. MixisH. I have already done that. 

Mr. Rousselot. Because what it shows is that their profits jumped 
clear up to 5-something percent in 1976, and that is the highest profit 
that they have had since 1971 or 1970 when they had 8 percent. 

Now, I believe that the figure that my colleasrue used was that the 
average was what, 5 or 6 percent nrofit on most Government contracts? 

Mr. MixiSH. The record I thinlc will show that the gentleman at the 
witness table said 2 percent. 

Mr. Rousselot. Two percent after taxes. They still have to pay their 
Federal taxes. 

I thank you gentlemen for yielding. First of all, I want to compli- 
ment my colleague for taking the time to come here and it is not easy 
when you are a new member to learn the ways of committee discussion, 
as you are finding out, and I want to compliment my colleague on his 
statement. 

He obviously has groups of people in his district that have Gov- 
ernment contracts. He shows an understanding of that, of the prob- 
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lems that they face in dealing with the Renegotiation Board. I know 
we have many other witnesses and maybe we have taken too long 
in asking questions. 

But I will ask my colleague since he did mention in his statement 
the various procedures that any Government contractor goes through 
and the various agencies that he has to deal with, either within the 
Defense Department and/or outside, such as the Cost Accounting 
Standards Board, is the gentleman really convinced that that is 
adequate? 

Mr. Tmble. It is my view, Mr. Rousselot, that indeed this does give 
the taxpayers sufficient protection, and that it does insure that we 
receive a return on our investment that is fair, and I think that the 
recent Profit 76 study bears this out completely. The statistics, Mr. 
Chairman, that I put forward were that this study showed that across 
the defense contracting industry the pretax return was 5 to 8 percent, 
and that after taxes it was to some negative figure, and indeed in 
the shipbuilding industry, if one can put that aside and refer to that 
to the exclusion of the other military contracting business, I think 
that we would find that during the period of 1970 to 1974 that the 
return was 2.9 percent of sales before taxes. 

The point that I think must be made is that this is not reall;^ a re- 
turn on an investment sufficient to warrant the risk, the infusion of 
money necessary to build and revitalize plants necessary to build 
the hardware and materials that we desperately need. That is why 
I am here today. 

Mr. Rousselot. I thank my colleague and will yield my overwhelm- 
ing balance of time that is left. 

Mr. MiNisH. Mr. Allen. 

Mr. Allen. Thank you, Mr. Chairman. 

I believe that my colleague, Mr. Trible has made his position and 
opposition to the bill rather crystal clear, and I do not thmk it would 
serve any purpose for my asking him any further questions. I do not 
believe you could change his position in any way. 

Mr. Trible. Thank you, Mr. Allen. 

Mr. Hansen. I would like to commend the gentleman for a good 
statement. Obviously I like it because I pretty much agree with his 
position. But I want to ask you, when you talk about a fair profit, 
are you able to define a fair profit? 

Mr. Trible. I do not think anyone is in a position to define a fair 
profit or an excessive profit, and that is what troubles me about the 
Renegotiation Board. 

Mr. Hansen. We have had a lot of people say they could and a lot 
of people say thev could not, and those who said they could finally 
decided they could not. 

I would still like to find out if anyone really has the magic to de- 
fine what a fair profit really is under all circumstances. We talk about 
8 percent. That may be a low profit considering risk, is that not 
correct? 

Mr. Trible. Under many circumstances that would clearly be the 
case. 
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Mr. Hansbn. When we play a numbers eame of 8 percent it mig^t 
sound excessive in some areas and might oe enough in other areas. 

I wonder about the questions that sometimes come out in these 
discussions. 

I would like to ask just a couple of quick ones. 

Are you aware of what it costs to recover money under the renego- 
tiation process, Mr. Trible? 

Mr. Trible. I have not seen those statistics although I have searched 
for them. It cost last year some $5 million to operate the Board. 
The^ returned after taxes $20 million. I think if we looked very 
critically at the operation of the Board we would find that its costs 
were more substantial. I think also if we weigh and balance and 
consider the cost of business that is implicit in the process we would 
find that this was coimterproductive to the best interest of the 
taxpayer. 

Mr. Hansen. We find it comes out over $3 to collect one. It reminds 
me of the little quip that was made when someone said that if we let 
the Grovemment take over crime, we probably could be assured that 
crimes does not pay. 

I would like to say that I am glad that the gentleman was on the 
Armed Services Committee and applaud him for his statement. Thank 
you very much. 

Mr. Trible. Thank you, Mr. Hansen. 

Mr. MiNiSH. Let me say to my friend, Mr. Hansen, that the figure 
was not mine. I am quoting the press statement put out by Newport 
News. I thank you, gentlemen. 

Mr. Trible. I think the record will show that it was a report of a 
paper in Newport News and not Newport News' own statement. 

Mr. MiNiSH. Then I would recommend that your constituents get 
in touch with the paper and have them retract the statement. 

Mr. Trible. I think the important thing, Mr. Chairman, is that as 
Mr. Rousselot pointed out, that although it may have been the highest 
profit margin since 1971 or 1972, what we are talking about as reflected 
by that paper was a return on investment of 5 percent before taxes 
and I do not think that is so substantial. 

Mr. MiNisH. Neither do I. But in that case I am sure they were not 
renegotiated. 

Mr. Trible. No matter. My primary constituent is not affected. So 
I am just here out of a sense of commitment to what is best for the 
Nation, and I sincerely believe what I said. 

Mr. MiNiSH. I am sure you do or you would not have been here. 

Mr. Trible. Thank you. 

Mr. Hansen. I would like to say, Mr. Chairman, in my experience 
with the press, if there is anything less creditable than Congress, it may 
be the press. 

Mr. MiNiSH. I will make no comment on the press, but I am not so 
sure that we are the least creditable around either. 

The next witnesses will be Hugh E. Witt of United Technologies 
Corp., formerly Procurement Administrator at 0MB and Barry J. 
Shillito representing the Financial Executives Institute. 
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STATEMENT OF HUGH E. WITT, DIBECTOB/OOVEENHENT LIAISON, 
WASHINGTON OFFICE, UNITED TECHNOLOGIES COBP. 

Mr. Witt. My name is Hugh E. Witt. 

Mr. Chairman, members of the subcjommittee, it is a pleasure to be 
here to discuss some of the many changes which have taken place 
during the last 20 years or so in procurement policy, techniques, and 
controls. I am sure I speak for the entire procurement community 
when I thank you for the time you have allocated to this presentation. 

I feel that it is especially important that your subcommittee be 
fully informed of the many improvements which have been made in 
the procurement process as you consider revisions to the Renegotia- 
tion Act. The procurement rules and regulations, the sophistication 
of the techniques employed by the Government in awarding con- 
tracts, and the professionalism of the Government procurement work 
force, are vastly different from what they were when the initial act 
was passed. Conditions under which the Government acquires its 
goods and services are no longer weighted in favor of the contractor. 
It is a different game. 

Many of the people, like myself, who have been participants in 
the evolution of Government procurement since the early 1950's, are 
not convinced that the provisions of the recently expired renegotia- 
tion statute have to be made more restrictive to serve the interests of 
the public. 

Previous renegotiation acts, including those of the World War II 
and Korean war periods, were passed to correct problems arising from 
unusual stress on the Government as the purchaser, and industry as 
the seller. A number of factors existed which precluded assurance 
that contracts were awarded at fair and reasonable prices. I am sure 
that in many instances excess profit-taking was possible during those 
periods. It is important, therefore, that I discuss some of the changes 
that have occurred since passage of the Renegotiation Act of 1951. 

One of the most important of these has been the constantly rising 
professionalism of the Government's procurement officer, contract 
legal work forces. Although criticism may be levied from time fx) 
time about the way the Federal procurement process operates, I can 
personally attest ix) the caliber and dedication of the procurement 
personnel responsible for insuring that the Government's interests 
are fairly and properly represented. 

Although I could be accused of being biased on this subject, I 
believe that as a professional class, the procurement community is 
among the best educated, trained, and motivated in all of the Federal 
Government. I might add I was rather discouraged to hear some of 
the disparaging remarks about Government procurement people 
today. 

With the development of this professionalism have come techniques 
and procedures designed to insure that contracts are awarded at ifair 
and reasonable prices. Cost estimatinq: and cost analysis have become 
specialities performed by personnel trained in those functions, thus 
providine: the Government with exceptionally good indications of the 
most probable costs of goods and services. 
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Uniform cost principles have been developed to provide the con- 
tractor, the contracting officer, and the auditor clear criteria <m costs 
that the Grovemment will accept and pay for. 

As I am sure you know, the Congress established a Cost Accounting 
Standards Board which has been issuing standards for Government 
agencies to use to insure uniformity, consistency, and propriety in ac- 
counting for costs. The Board, chaired by the Comptroller General, 
reports only to the Congress and has a large staff of trained profes- 
sionals. Thus, a significant step has been taken directly by the legis- 
lative branch to control the manner in which industry keeps its books. 

In 1962, Public Law 87 — 653 was enacted amending the Armed Serv- 
ices Procurement Act to require "oral or written discussions" with all 
firms "within a competitive range" and also requiring, in negotiated 
contracts exceeding $100,000, the use of a contract clause providing 
for price reductions for defective pricing data and full disclosure of 
all "current, complete, and accurate" cost and pricing data. 

This latter provision has become known as the truth in nej^iations 
law. The same law also tightened the requirements for justifying the 
use of "negotiation exceptions" in lieu of the preferred formal adver- 
tising. This has proven to be a major improvement in procurement 
poliy, providing vital data to the contracting officials who negotiate 
with those firms selling to the Department of Defense. The require- 
ments of Public Law 87-663 have also been extended to civil agency 
contracts. 

A few years ago the Secretary of Defense set up a cost analysis im- 
provement group which provides him and his senior officials with in- 
dependent estimates of weapon system costs. This is in addition to 
strengthened cost estimating offices within the individual services. 
Thus, the contractors know that their costing will receive several 
critical reviews at different levels within DOD. 

The DOD also issued a pricing manual for use across the Depart- 
ment. This provided consistency of guidance, and assured that an im- 
proved i)ricing approach was utilized. As computers have improved 
and proliferated, ways have been found to make sure of their accuracy 
and volume capabilities in the pricing field. 

A number of organizational changes have occurred which attest to 
the Government's strong efforts to improve contracting and auditing 
procedures and controls. The Defense Contract Administration Serv- 
ice centralized in one office responsibility for administration of the ma- 
jority of the many thousands of DOD contracts. Greater control of 
administrative procedures resulted, along with closer surveillance of 
the activities of contractors. 

The Defense Contract Audit Agency was organized for the purpose 
of centralization of DOD audit functions. This Agency, reporting 
directlv to the Secretary of Defense, provides a strong, nonpartisan 
audit function for Army, Navy, and Air Force contracts, and has es- 
tablished a reputation for high quality work on an objective basis. 
These agencies also provide service to civil agencies at the latter's 
request. 

Perhaps one of the most important actions taken in the procurement 
area was the creation of the Commission on Government Procure- 
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ment. Established by public law in 1969, the Commission issued a 
comprehensive report in December of 1972 which included 149 recom- 
mendations for improvement of the procurement process. 

In 1974 the first recommendation of that Commission, the creation 
of an Office of Federal Procurement Policy, was put into effect by 
Public Law 93-400. The Office, which makes its reports directly to 
the Congress, is responsible for procurement policy across the execu- 
tive branch. 

The Office will serve to assure that procurement regulations and 
controls are uniform, and that all agencies make use of the latest and 
most improved techniques in dealing with contractors. The Congress 
finally has a single focal point in Government for procurement policy. 

Among the efforts the Office has underway is the establishment of 
a single procurement regulatory system, a procedure for solicitation 
of policy viewpoints outside of the executive branch, a uniform set of 
cost principles, a regulation for a single final overhead settlement, and 
Grovemment-wide profit guidelines. 

Perhaps most importantly, the Office has established a Federal Pro- 
curement Institute to coordinate all Government efforts in education 
and career progression for the procurement work force. This will 
augment the ongoing efforts I mentioned earlier and will assure that 
the best people available will be trained to carry out the numerous pol- 
icies aimed at contracting with Government suppliers. 

It is also important to recognize the increasing activity of the General 
Accounting Office in nearly every facet of the procurement function. 
The Comptroller General was a very active member of the CmnmissicHi 
on Government Procurement. His interest in the Commission's recom- 
mendations has been reflected in the semiannual reports by the GAO 
dealing with actions taken by the executive branch to implement those 
recommendations. The numlJer of personnel dealing with procurement 
and systems acquisition matters has also been augmented. 

Extensive use of competition between bidders has been stressed in 
recent years at all buying activities. In fact, some of the most compet- 
itive procurements in the country are conducted by the Federal Gov- 
ernment with excellent economic benefits being realized. 

Contracting officers are more skillful today in selecting the type 
of contract to use which will protect the Government more fully from 
windfall profits. And in this same category, contract forms and pro- 
cedures are far more sophisticated than those employed at the time 
the original Renegotiation Acts were legislated. 

In summary, Mr. Chairman, the procurement function has received 
more attention in the last few years than any other single Govern- 
ment function. A procurement policy office ait the highest executive 
branch level has been created by the Congress. A more detailed sur- 
veillance of Government contractors has been put into effect. 

Controls, regulations, procedures, and forms have been lavered onto 
the contractors to the extent that there is considerable evidence that 
the Government will have increasing problems of maintaining a 
healthy competitive base for its many procurements. 

As in most Government efforts, there is a strong indication that the 
pendulum may have swung: too far, and that the controls of Govern- 
ment contractors mav well have become excessive. The Office of Fed- 
eral Procurement Policy will have the serious responsibility of 
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ing this situation and determining the optimum amount of regulation 
which will keep a healthy industry and yet protect the taxpayer's 
dollar. This is a serious challenge, but we are fortunate that the 
Congress set up the office to serve this kind of purpose. 

Mr. Chairman, I believe that renegotiation is a requirement of a 
different period in American history which has run its course. 

I trust that this discussion will a^ist you in your deliberations. 
I will be pleased to reply to any questions you may have. Thank you, 
sir. 

Mr. MiNisH. Mr. Shillito. 

STATEMENT OF BABBT J. SHILLITO, VICE FBESIDENT, TELEDTHE, 
ON BEHALF OF THE FINANCIAL EZECTTTiyES INSTITTTTE, ACCOM- 
FANIED BT DAVID HTJBST, COBPOBATE COTTNSEL FOB NOBBIS 
INDTTSTBIES AND FOB THE FINANCIAL EXECUTIVES INSTllUTE; 
CECIL COVINGTON, HEAD OF OOVEBNHENT BELATIONS, TEXAS 
INSTBTJHENTS CO.; AND JOSEPH OVEBFELD, EXECUTIVE VICE 
PBESIDENT, AVONDALE SHIFTABDS 

Mr. Shillito. I am here today testifying on behalf of the Financial 
Executives Institute, and as you indicated, I am vice president of 
Teledyne. I will summarize my statement because it is quite long. 

Mr. Mjnish. Fine. I would appreciate that. 

Mr. Shillito. I should mention on my right we have Cecil Coving- 
ton, who heads up the government relations operation for Texas Instru- 
ments Co., and on my left, we have David Hurst, who is the corporate 
counsel for Norris Industries and also counsel for the Financial Execu- 
tive Institute, and behind we have Joseph Overf eld, who is the execu- 
tive vice president for Avondale Shipvards. 

My statement goes into some detail relative to the significant im- 
provements that have taken place since 1961 as far as the procure- 
ment process within the Federal Government. I will not elaborate on 
that other than to urge that the statement be reviewed thoroughly in 
your deliberations. 

As you can see from the statement, from the comments made bjr Mr. 
Witt and others, we are looking at a si^ificantly different environ- 
ment today as far as what takes place in the Federal Government 
than was the case in 1951. 

Many of these important improvements, as I am sure you know, 
Mr. Chairman, have been instigated by the Congress and put into 
being in many ways by the Congress in addition to the executive 
branch. 

Cost accounting standards, the Truth in Pricing, all of these things 
that have been tied very closely to the Congress I think it is obvious 
again that we have a significantly different environment. 

We may get some strong points on product line reporting. Product 
line pricing, the problems regarding doing the product line pricing 
job. We cover also the problems in commercial exemption. 

The fact that without question when you look at the criteria today, 
the present criteria in our mind are more adequate and we see no 
justification for change. I will not go into the detail for each of the 
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reasons which are contained in the statement, which you can peruse 
when you find the opportunity to do so in your deliberations. 

Mr. MixisH. Fine. 

Mr. Shiluto. The fact that the Renegotiation Board must audit 
every submission, this becomes a tremendous task. This would become 
a costly administrative nightmare, and I think it is obvious to anyone 
who recognizes the problems in auditing. The interest amount, the 
fact that the interest amount accrued from the last day of the year 
being reviewed, rather than 30 days after the determination and with 
the bill that is being suggested and renegotiation backlog conceivably 
extending 5 years to 10 years, if the bill were to go through, this 
becomes a very, very severe burden on companies. The methods of 
accoimting present severe problems. But I would really take a moment 
and talk about the counterproductive impact of renegotiation. 

In the 75 hearings before this committee, and really in many ways 
today the discussions were such that the air was thick with allega- 
tions. The air was loaded with emotion in many ways in regard to 
that which we are talking about here today, and the Congress, the 
American public and the Congress were indeed given the impression 
that defense industry was profiteering at the expense of the American 
taxpayers. 

I would have to say in all honesty, Mr. Chairman, that I may not 
have learned too much over the years, but nothing bothers me more 
than an articulate, persuasive, charming, dynamic person who is gen- 
erally wrong. 

I am inclined to think that some of that which has been presented 
really doesn't tie to the facts as much as it does to emotion. 

Throughout the 1975 allegations, in fact, even today, the term 
"ripoff'' was used to refer to that which defense contractors were 
purportedly doing to the American taxpayer. 

And, of course, the term "ripoff" is defined to create an emotion, 
create the same kind of emotional response that it had in the day it 
was bom, in the countercultural period of the 1960's. 

But when you look at the facts, the data that you have before you 
here, if you look at the GAO data that was talked about, if you 
look at the LMI data which was mentioned in this report, you look at 
the DOD "Profit 1976" data, you look at the Renegotiation Board data 
itself, in fact, you look at the National Industrial Conference Board 
data — and by the way, Mr. Chairman, Mr. Stark was a former banker. 

Mr.MixiSH.What? 

Mr. SniLLrro. Mr. Stark was a former banker. 

Mr. MixiSH. So I understand. 

Mr. Sim^LiTO. And the National Industrial Conference Board data 
is compiled as a result of a compilation of data pulled together from 
the major financial institutions in this country relative to that which 
is happening: in this environment today, and I think that looking at 
that which is comin^r from a composite of all of the institutions, this 
warrants your consideration rather than, say, the position of a single 
person. 

They make it very clear, ns compared to the profits of industries 
oriented for commercial markets, defense contract profits are too low 
far the risk that defense contractors face, and for their long-term 
▼iiifaility. 
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I feel that this is a problem in the interest of national security. I 
feel this is a problem. I sincerely hope that this committee will see fit 
in the interests of national security to have defense witnesses on this 
particular bill. 

I mentioned in my statement jobs. I talk about the fact that the 
DeparUnent of Commerce has indicated that we have a capital need of 
$4.5 trillion over this decade, and that right now we are running behind 
in this capital need, and I would say to you that that, which this bill 
typifies, is a lack of understanding to address capital needs, because 
in the profit environment that we are presently faced with, capital will 
not flow into this environment, and I think this is well spelled out in 
our statement. 

The renegotiation procedure is costing us many times more than we 
are actually getting back. We believe that we developed a significant 
preoccupational profits and excess profits. We believe that if this con- 
cern is warranted you should give serious thought to making a really 
major change in the procurement process, and that change would 
alleviate the insidious growth in administrative costs of Government 
and industry. 

If the concern for so few dollars of excess profits necessitates expan- 
sion of a system, that can have a significant additional cost. What we 
are interested in is a lower average. Again look at the facts. I found 
it fascinating in Oongres^nan McCloskey's comments, where he used 
20,000 filings. We us^ roughly $20,000 per filing as an estimate after 
assessing a number of companies and concluded that the Renegotiation 
Act, to present these filings from industry, is costing roughly $400 mil- 
lion in industrial manpower efforts alone though its present existence. 

So really on second thought, maybe "ripoff" is the right word. If you 
tuke the industrial costs, you have the Renegotiation Board costs, the 
additional Grovemment costs, the cost for hearings such as this, the con- 
tinuation of the Renegotiation Board in peacetime is such that it may 
indeed be considered a taxpayer ripoff. 

Sadly, profits on Government profit is a wonderful vehicle to use to 
obtain press coverage. Sadly, the total picture is seldom presented. 
Sadly, the public does not have the opportunity to fully understand 
the entire subject. 

But I believe that most of our elected officials will understand the 
seriousness of the situation when given all of the facts. 

My summarization covers our concerns in regard to going forward 
with this biU. 

Mr. Chairman, we are convinced that if a person believes in the free 
enterprise system, understands the logic of the proper motive and per- 
uses our statement and the material that this statement represents, that 
person cannot possibly advocate cotinuation of the renegotiation under 
l^eacetime conditions. 

We believe that this bill is designed to significantly increase an 
already litigious environment and bring about the need for a signifi- 
cant increase in accountants, attorneys, administrative personnel, all at 
the expense of the taxpayer and with a possible adverse effect on na- 
tional security. 

Thank you very much, Mr. Chairman. 

[Mr. Shillito's prepared statement on behalf of the Financial Execu- 
tive Institute follows :] 
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Thank you Mr. Chairman and members of the (sub) committee. My name 
is Barry Shillito. I am Vice President of Teledyne, Inc. We are head- 
quartered in Los Angeles. We have companies in thirty-six states. A 
comparatively small portion of our total business is with the government. 
Today I appear before you on behalf of Financial Executives Institute. 
FEI is a professional organization of senior accounting and financial 
managers in the United States and Canada. FEI has over 9,200 members 
affiliated with approximately 5,000 American companies, financial, and 
educational institutions, representing virtually all segments of the econ- 
omy. 

One of FBI's principal functions is to respond to proposals relating 
to accounting and reporting requirements. Federal income taxes, and other 
issues which could affect the financial executive in his business respon- 
sibilities. FEI also promotes continuous improvement in all forms of 
financial reporting, while taking a leading role in developing a clearer 
understanding of the difficulties and problems involved in the accumula- 
tion, recording and reporting of financial information. Accordingly, 
FEI interacts professionally with agencies of the Federal Government, the 
Congress, and private "rulemakers. " 

IMPROVEMENTS IN PROCUREMENT AND SURVEILLANCE PRACTICES 

As a former President of Logistics Manag«nent Institute and a for- 
mer Assistant Secretary of Defense for Installation and Logistics, I have 
a continuous interest in the renegotiation process. I have studied re- 
negotiation legislation and, in fact, have previously testified relative 
to its benefits and deficiencies. I have also been deeply involved in 
strengthening the procurement process. 

From study and analysis FEI has concluded that, over the years. 
Congress and the Executive Branch, have significantly strengthened the 
procurement process and, in turn, considerably reduced the potential for 
the occurrence of excess profits. 

The following table depicts an abstract of the procurement process 
as it was during 1951 when the Renegotiation Act was initially promul- 
gated, and the current procurement and surveillance practices. 

Procurement Environment in 1951 Procurement Environment in 1977 

1. Source List (Degree of Competition) 1. Source List (Degree of Compe- 
tition) 

A. Known To Contracting Officer (CO.) A. Computerized and Filed In 
and Procurement Engineering Data Bank 

Group. 

B. Practically No Financial Data B. Extensive Financial, Per- 
or Performance Data. formance. Managerial and 

Facility Data Available. 
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Request for Proposal 

A. Proposal Submitted to C.0 » 

B. Engineering Evaluation by 
Engineering Located with CO. 

C. Price Analysis by Procurement 
Activity with Advisory Report, 
No Required Comment by CO . 



District Administrative Office 
was Advisor for Selection 
Process. Prior Contractor 
Performance Given Limited 
Consideration . 



District Administrative Office 
Reviewed Facilities Capabilities, 
Available Personnel and Contractor 
Ethics. 



Request for Proposal 

A. Proposal submitted to CO. 

B. Briefings to Potential 
Offerors. 

C Engineering Review With 
Participation by Engineer- 
ing Representatives from 
Procurement or Development 
Agency, Ultimate User Or- 
ganization and Defense 
Contract Administration 
Services ( DCAS ) . 

D. Cost Analysis by DCAS , 
Defense Contract Audit 
Administrator ( DCAA ) , and 
Procurement Representative. 
CO. Must Document Reasons 
for Overruling Cost Analy- 
sis Findings. 

E. Source Selection Review 
Board With Members From 
All Agencies. 



F. CO. Team Assisted by DCAA 
and Administrative Con- 
tracting Officer (ACO) , 
DCAS Conduct Fact Finding 
Operation. 

G. DCAA Comments on Estimating 
Procedures Used, Manpower 
Rates, Applicable Operating 
Burdens, Purchasing Perfor- 
mance, Applicability of 
Accounting Disclosure State- 
ment and Operational Audit 
Results. 

H. DCAS Administrative and 
Engineering Comments on 
Adequacy of Facilities and 
Manpower, Managerial and 
Technical and Schedule 
Performance History and 
Projections. 
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3. After Negotiation 



Award Of Contract And 
Per fonhd nee Of Contract. 



I. Multiple Negotiations 
With Winner Selected 
After COBpletion Of 
Several Negotiations. 

J. Issuance By Contractor 

Of Certificate Of Current 
Cost And Pricing (Truth 
In Negotiations) . 

K. CO. Has Advance Esti- 
mate Of Costs And 
Prepares "Should Cost" 
And Weighted Guideline 
Profit Or Fee Analysis 
Prior To Negotiation. 

After Negotiation 

A. Award Of Contract And 
Performance Of Contract. 



Periodic Review By Admin- 
istrative Officer Or CO. , 
Of HlQ Procur^aviit Team. 



Post Award Audit by 
DCAA. 



Preferred Type Of Contract 
W3S Cost PiuB Fee Or ^^- 
d^tertniriAble Type. 



Preferred Type of Contract 
Is Firm Fixed Price. 



Review Of Certificate Of 
Current Coat And Pricing 
And D&63 3 Form By DCAA 
Aod DCAS To Assure Govern- 
aant Rights Uiider Defective 
Pricing clause. 

Perforpiance Of Contract 
By contractor with Du- 
al te DCAA Perforiftlng 
Ope r ationa 1 Aud Its, 
Monitoring Incurred Cofrtfif 
Performing Audits To 
Assure Compatibility With 
Contractor Disclosurs 
Statement and Applicable 
Cost Accounting Standards 
(CAS) Regulation* 

Performance Of Contract 
By Contractor With DCA5 
Monitoring Scheduling 
And Engineering Performance. 
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Additional Surveillance 
Functions Are: 

Mobilization, Insurance, 
Safety, Purchaslngi 
Hanagementr Pricing 
Policy^ Salary Admin is* 
t rat Ion, Small Business, 
Minority fiuainese Oualit^y; 
Assurance Property 
Administration, Security, 
Modernization . 

Changes In Accounting 
FracticeB Have Been 
Mandated Through Cost 
Accounting Procedures 
As Follows. 

Cost Accounting Standards 

Coat Accounting Standards 
Board To Issue From Tinse 
To Tijne Cost Accounting 
standards Dea gnsd To 
Achieve Uniformity And 
Consistency n Cost 
Accounting FrobleuLB Which 
Are To B« Followed By 
Govfi^rnment Contractor* 
And Sub- contractors 
Complete Disclosure Of 
Accounting Practices In 
Every Aspect Of The 
Sub in ess Regu red Changes 
In Accounting Practices 
In Every Aspect Of The 
BuHlneas Required Changes 
Must Be Followed By Full 
Disclosure To The Coat 
Accounting Standards Board. 

CAS 401s Consistency In 
EstiJ^stlng^ Accufttulating 
And Reporting Costs. 

CAS 40 Consistency In 
Allocat i ng Costs Incurred 
For the Same Purpose. 

CAS 403: Allocation Of 
Home Office Expense To 
Segments. 
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CAS 404: Capitalization 
or"Tangible Capital 
Assets. 

CAS 405: Accounting For 
Unallowable Costs. 

CAS 406: Cost Accounting 
Period. 

CAS 407: Standard Costs 
For Direct Material And 
Direct Labor. 

CAS 408: Conqpensation 
For Personal Absence. 

CAS 409: Depreciation 
Of Tangible Assets. 

CAS 410: Business Units 
S~T A To A Single Cost 
Objective. 

CAS 411: Accounting For 
Acquisition Of Cost 
Of Material. 

CAS 412: Pension Costs. 

CAS 414: Cost of Money. 

D. Section 15 Of AS PR Applicable H. Section 15 Of ASPR Which 
Only To Cost Type Contracts. Defines Allowable And 

Unallowable Costs And 
Requires Specific 
Allocation Is Now Ap- 
plicable To All Types 
Of Contracts. 

Many of these important improvements in procurement and surveillance 
practices were the result of Congressional legislation — specifically, 
"Truth-In-Pricing," "Cost Accounting Standards," and most recently the 
Office of Federal Procurement Policy. In fact in years to come the 
OFF? can be expected to play a very major role in insuring that we have 
a sound procurement process. The purpose behind this vast improvement 
in the process, which parenthetically was lauded by the Commission On 
Government Procurement during 1972, was to further improve the govern- 
ment's bargaining position during peacetime and to provide additional 
safeguards for the taxpayers' interest through an extremely refined 
and sophisticated procurement process. Not only did the existing 
procurement process receive high marks from the Commission On Govern- 
ment Procurement, it is also being copied in part by the Law Enforcement 
Assistance Administration's Model Procurement Code Study which is being 
prepared by the American Bar Association for use by the many state and 
local governments. 

It ^:pears to us that an obvious conclusion can be draun. Clearly, t^ procurement 
process works quite well and there is no need for renegotiation during peacetime. If 
the Congress feels there is sane need to further safeguard the tajqpayer from the few 
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instances, if axiy, in %Aiich it aoul<3 be sai'? there were ex-oessive profits then a further 
refineroent ir the onx:urenient svstan, not after the fact renecptiation, is in order. 

ANALYSIS OF HR 4082 

Product Line Report ing 

Renegotiation of a company's aggregate profits has been in existence 
since the predecessor Act of 1942. Prior to that renegotiation by sep- 
arate contracts was practiced. That approach was abandoned. It was un- 
fair and an administrative burden. It was an unfair practice because it 
recovered from the contractor any excess profits realized by individual 
contracts, but did not allow for or provide him any relief for those con- 
tracts on which losses were experienced. In its many extensions of the 
Renegotiation Act, the Congress has considered a great volume of testi- 
mony and argument relating to reporting renegotiable business on other 
than an aggregated basis. It has always concluded that renegotiation on 
an aggregate basis is the most equitable method. 

HR 4082 will require that renegotiation be conducted by division 
and by major product line within division rather than in the aggregate 
as in the present Act. This requirement seems to portray a distinct 
lack of knowledge of and appreciation for business organization. It pro- 
duces confusion. For instance, if it is the intent of the provision to 
make determinations by product line, of what possible value is renegotia- 
tion by division which is composed of several product lines? If the in- 
tent of the requirements is to make determinations at the division level, 
then any lower level renegotiation would be a pure "fishing expedition" 
on the part of the Board. 

The lack of clarity in this requirement, not withstanding the pro- 
cess of renegotiation would revert to the inequitable pre-1942 practice, 
by the Federal Government to obtain refunds of profits for a given divi- 
sion or product line without allowing offsets of losses or low profits 
for other divisions or product lines. A company may have a division or 
product line that may incur losses or prove less profitable than expected 
and, therefore, is dependent upon its other divisions and products to 
produce above average profits in order to maintain its financial viabil- 
ity. To make excess profit determinations on a segment or product line 
basis would have the effect of penalizing a contractor for his profitable 
business and allowing no relief on his loss or low profit business. 

Of equal consequence is the real probability that companies will 
not enter into high risk contracts when faced with the realization that 
the potential losses on such high risk contracts cannot be offset by 
other higher return contracts. This will not only drive many companies 
out of the defense business, but will also inhibit badly needed capital 
investment in government contracts activity. 

In addition, the practical necessity that renegotiation be performed 
on a fiscal year basis contradicts the concept of product line renego- 
tiation, since the actual profitability of a product line cannot be 
measured in a given fiscal year. A typical product, over its progreun 
life, may result in overall normal profits. However, since its life 
cycle may cover several years, it may show losses in early years and a 
seemingly high level of profits in later years. This is due to the 
large expenditures for research and development, start-up costs, etc., 
in early years and the production efficiencies realized in later years. 
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In any fiscal year, most companies normally have a mix of early life pro- 
grams and late life programs, the aggregate of which is the more appro- 
priate measurement to be revie%ired in that fiscal year. Therefore, to 
isolate one year of a product life cycle and assume that it accurately 
reflects the profits on that product is inaccurate and illogical. If 
renegotiation is to be conducted on a fiscal year basis, business reality 
demands that it be conducted in the aggregate. 

These same disadvantages are also found in another part of the bill 
which calls for renegotiating additions to a contract made by modifica- 
tion separately from the original contract. Here again, the original 
contract %#ould include the high early costs, whereas additions to a con- 
tract by modification %#ould contain primarily only production costs; 
the profitability of which %#ould normally be higher to offset original 
contract lower profits. 

Aside from the inequity and impractical ity of product line renego- 
tiation as outlined above, there is a serious definition problem. A 
single, acceptable definition of "product line" is not now available 
and, in our opinion, %#ould be most difficult to develop. The Financial 
Accounting Standards Board, the Federal Trade Commission, with its Line 
of Business reporting (currently in the courts) , and the Securities and 
Exchange Commission have all dealt with this problem without arriving 
at any standardized definition of "product line." Further, to implement 
product line profit measurements must necessarily entail significant 
additional cost burdens to most contractors (and ultimately the govern- 
ment) . 

Renegotiation filings are based on a company's tax returns and IRS 
laws tax companies in the aggregate. One can imagine the chaos created 
if Federal tax laws were based on the principles that IRS taxes only 
profitable lines and ignores losses. Could you imagine a Congressman 
telling one of his constituents that the Federal Government will tax 
all gains made by an individual on the sale of his house without permit- 
ting a deduction for a casualty loss which was greater than the gains? 

rommercial Exemptions 

The Renegotiation Act over the years has contained provisions which 
permit the exclusion from renegotiation of sales of standard commercial 
products and services to renegotiable agencies when certain specified 
criteria are met. These criteria could be met either on a product by 
product basis or on a "class" of products basis which allows similar 
products to be combined into what is referred to as "classes of articles." 

For the exemption to be applicable to an article or service, the 
rules require that: 

1. at least 55% of the contractor's sales of the item be non- 
renegotiable during the fiscal year under review 

2. it must be one which is customarily maintained in stock by the 
contractor or is offered for sale in accordance with a price 
schedule regularly maintained by the contractor 
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3. the price of any such article must not be in excess of the 
lowest price at which the article was sold in similar quan- 
tity for civilian industriail or commercial use. 

In addition, in order for products to qualify for the classes of 
articles exemption, such articles; 

1. while not necessarily of identical specification are of the 
same or substitute materials 

2. all such articles are sold at reasonably comparable prices, 
and 

3. the differences which exist between the prices of such 
articles are attributable to measurable characteristics, 
e.g. speed and capacity. 

We feel that such criteria are more than adequate and see no justi- 
fication for change. 

The proposed bill would make significant changes to those provisions 
of the present Act. These changes are as follows: 

1. The commerciality test, under which certain commercial products 
are exempted from the renegotiation process, would be raised 
from 55% to Tj>\ and non-renegotlable federal business will be 
excluded in making this test. «e believe that this change re- 
presents an unnecessary and excessively restrictive criteria. 

One of the laajor reasons that the 55% level was raised from 
35% in 1966 was to recognize the fact that non-^renegotiable 
federal busi;ies& was included in the teat. Inasmuch as such 
bufiti^^aAA would net be excluded from the test under the pending 
Acti t might logically follow that the 551 thxeshhold would 
again be reduced or, at the worst, held at 55%. Instead it is 
being further raised to 75%. 

The coiffncrciaLlty test must be met each year, so that a product 
which is proven to be comnercial one year may be deemed non- 
cajntnercial the next year Products which.^ dver A program life, 
may be 90% coimnercial may not meet the 551 limit in an individ- 
ual year. We believe tliat this inequity In the present Act 
should in itself preclude the need for raising the threshhold 
in the pending Act. 

2. The Standard Convnercial Classes of Articles exemption which 
allows for the grouping of similar products once they meet 
specified criteria as contained in the Act would be repealed. 

This long-standing provL-.on i. t^he present Act recognizes that 
t-he detailed reoordJteepin^ tQ qualify for the commercial exemp- 
tion on strictly a product by product basis could be extreiftely 
burden^oeie and therefore prevent many cojii;panies, particularly 
«nal businesses from exercising their privilege of excltxiing 
truly copinercial products frosi renegotiation The proponents 
of repealing this exemption cite potential abuses as 
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their reasoning. As a safeguard against potential abuse, the 
Act's regulations presently require that exhaustive data be 
prepared and furnished to the Board for their review and appro- 
val. We believe that if the potential for abuse does exist, 
stricter enforcement of the present Act should be the remedy, 
rather than an outright repeal which %#ould impact all businesses 
which utilize this exemption. 

3. The Standard Commercial Services exemption would be repealed. 
This provision in the present Act recognizes that renegotiation 
agencies procure many coimnercially available services and, there- 
fore, a vehicle exists for their exemption from renegotiation 

as there. does for commercial products. We submit that the pro- 
ponents of the proposed bill have voiced no justification for 
the proposed repeal of this exemption, which has been recognized 
by previous Congresses as conceptually valid and necessary. 

4. Cost and pricing data would be required for commercial products, 
despite the fact that they meet the commerciality test and thus 
are exempt from the renegotiation process. 

Over the years, the concept of commerciality has been based on 
the premise that if a significant portion of a product's sales 
are made to commercial customers, then its price would be sub- 
ject to competitive market forces, thus ensuring a favorable 
price to the government. This proposed bill runs counter to 
the concept of commerciality which exists in all government pro- 
curement policies, as well as the procedures followed by the 
Cost Accounting Standards Board, as established under Public 
Law 91-379. Under established procurement policies, no further 
information is normally required on those products meeting the 
appropriate commerciality test. 

In addition, we believe that the proposed provision requiring 
submission of cost and pricing data for commercial products 
could seriously jeopardize a company's competitive posture, 
if such highly confidential information became available to its 
competitors through the Freedom of Information Act or through 
Court of Claims actions. 

In summary, we believe that the proposed changes in the commercial exemp- 
tions are poorly conceived and will serve to diminish the incentive of 
companies to participate in Government business, primarily those engaged 
in principally commercial business. 
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The Ren egotiation Board, or its Pepre sentativen 
Muet Audit ^very SuEnission 



The present Act provides the Renegotiation Board with complete 
authority to perforin audits, which are required in the Board's 
judgment. The pending bill will make mandatory a requirement that 
an audit be performed on every contractor every year. There is no 
other agency of the government that is bound by federal law to 
perform mandatory audits on 100% of all filings. 

The additional resources required for such annual audits, 
particularly on the part of the government, would be extremely 
costly; they run counter to President Carter's avowed purpose 
to reduce government. The public accounting firm of Price Water- 
house k Co. , in commenting on this provision as part of the earlier 
Ninish bill, was of the opinion that such a statutory requirement 
for audit of all filings was both unnecessary and extremely costly, 
estimating that some 3,400 auditors and support people would be 
required. They also correctly cited that defense contractors are 
possibly the most audited industry in the U.S. In summary, we 
find no economic or practical justification for this proposed 
revision. 



Interest on Amount of Excessive Profits 

The proposed legislation would require that interest on 
the Board's excess profit determinations accrue from the last 
day of the year being reviewed rather than from 30 days after 
the r^etermination many years later as in the present Act. It 
is agre<«d that the contractor has use of the money so the 
government should receive interest during the period of use. 
If the Renegotiation Board acted promptly within a year after 
the end of a contractor's fiscal year this revision iirould be 
meaningful. However, the facts are contrary. The Board has 
historically taken five years or »ore to process a case where 
an excess profit determination is made. Furthermore, if this 
bill passes in its entirety %re forecast the 5 years will be 
extended to 10 due to the product line analysis, change in 
commercial article exemption and prodxict requirements. He 
cannot conceive that Congress wants to penalise a contractor 
for the government's administrative problems over «^ich the 
contractor has absolutely no control. Such a situation could 
be considered a penalty without due process. 

Method of Accounting 

In accordance with powers provided in the present Act, the 
Board's regulations indicate that the Renegotiation Board has 
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complete authority to change any aiethod of accounting used by a 
contractor to a different method. If necessary to properly reflect 
renegotiable profits. 

The proposed bill would prohibit the use of the percentage of 
completion method of accounting. Proponents of this proposal, 
bas^J o/j Lii.<u j-rt.it: s^^tii--^^-^^^. :.£<at the percentage of eoji-i-.^uL^^... 
method of accounting Is being abuaed have singly chosen to 
cr ininate th a most often ufl*a and aiofit often preferred generally 
accepted method for accrounting for long-tem contracts. The 
preference for the percentage o complfttiori tM hod is reflected 
in three publications o the Aitiericnii Institute of Certified 
Publ c Accountstits Accounting Research Bu let in No. 45;" 

AuditJi o construction Cont rectors and "Audits of Government 
contractors The simple suspicion o a generally accepted 
accounting practice is not a ra ionale or sufficient justification 
to prohibit the use of that ncthod 

This section of the bill would require all contractors who 
now tnaintain their financial and tax records on the percentage 
o completion nethcwi to create and to maintain a further record 
under another method of accounting for renegotiation purposes. 
We do not believe that Congress should arbitrarily prohibit an 
accounting method and cause undue hardship and administrative 
burden without clear evidence of abuse Such evidence does not 
exist. On the contrary were evidence of abuse to exist, the 
Federal income tax aw would have long since outlawed the per- 
centage of completion method. 

THE COPWTEft PJtOPUCTTVE T HP ACT OF REK|!QOytltTiqlg 

In the 1975 hearings before this committee relative to the 
HR 9534, Proposed Amendments to the Pe negotiation Act of 1951, 
the air was thick with a legationa and (Charges that left the 
general publ e and one people In the Congress with the impression 
that the defense industry was profiteer nq at the expense of the 
American taxpayer ¥e be eve that the public s ent tied to the 
full :■:.::!. v;;- would like to supply what we think are some of 
the missing parts Despite the very olear warninq on page 20 
of the Renegotiation Board a 19 S Annua Peport, the profit 
measurement cited most fre<}uently was the rate of return on 
investment. A quote from that Report follows; 

"Any attenpt to draw general conclusions from 
tfie selected data contained : n the tables could 
only be nisleadinid^ irris is particu arly true 
of the capital and net worth return rates which 
because of the uniqueness of the underlying 
ecst^ditions often appear extraordinary when 
con^>ared with typical contmercial ratios.^ 
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The allegations made suffered from a distinct lack of credibility 
for the following reasons: Nowhere did anyone clarify the basis of the 
ratio cited that is, was the ratio the result of selected contractors 
for s. qiven year selected oontractDrs for several years ^ an averaqe of 
all contractors for a given year, or the sverage of all contractors 
for several years? The ratios cited in the allegations are meaningless 
unless the listener or the reader understands that the ratios are for 
capital intensive companies or labor intensive companie or GOite 
combination of the two. Whether the ratios include cornnanies vith ft 
high ratio of debt to capital or they are companies vith a hiqh ratio 
of government owned plants. All these things can have a definite impact. 

Throughout the 1975 allegations the term '"ritj-off" was 
used to refer to what defense contractors were purportedly doing to 
the American taxpayer Of course the term "rip-off is desicrned to 
produce the same einotitrnal response it had during the period in which 
it was born — the counter-culture movement of the 19€0*s^ Let's 
continue to fi out the record in this so called rin-off" scenario 
This time the favorite profit measureinent happens to be rate of return 
on sales. We then should look to some very significant studies that 
compare the rate of profits on government business with those on commer- 
cial business. In particular, in a report to the Congress in 1971 the 
Genera Account incf Of ce stated that profit before Federal income taxes 
on defense bus ness measured » 3^ over the four years 1966 through 1969. 
*^hey reported that profits on comnarahle comrierclftl work of the same 
contractors ^^itring the same period averaged 9 91 of sales. The more 
recent DOD Profit '76 Study showed that profits earned in government 
profit centers averaged 4.7% of sale over the f ve year period 1970 - 
1974. However, profits on commercia pro t centers averacred 17.1% 
of sales for the period. The truly inadequate profit performance 
related to Federal Government contracts is clearly diemonstrated in 
the attached schedule A which sets out for a twenty year oeriod ere- 
tax profits on renegot able business as a % of sales. Keep in mind 
this is Renegotiation Board data. We would like to ask again just where 
the -rip-off" is? 

The Conference Board, an independent j, non-profit* business research 
organization ( in 1976 produced a research report entitled. D efense 
Industry ; E ome Perspectives from the Financial Corumtinity . Among 
the more significant statements in that report are the Tollowino: 

1. Defense contractors are perceived a.s less attractive risks 
among the corporate clients of banks amd other financial 
institutions. 

2. There seems to be fairly common agreement that profits of 
defense contractors have not been adequate over the years 
nor do they show signs of improvement in the future. 

3. The relatively poor profit performances of defense contractors 
has made it difficult, if not impossible, for them to raise 
equity funds and long term debt financing when needed and 
appropriate, causing banks to become essentially the sole 
source of outside financing for these firms. 
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4. As con^ared to the profits of industries oriented for 
cpmncrci^l niAjrhetM, defense contract profits are too 
low for the risk defense contractors face and for their 
long-term viability. 

Nhen I i#«s with the Department of Defense I was seriously 

concerned that the deficiency in overall defense industry profits 

could Adversely effect our national security. I still feel very 
concrerned about this. 

Every day through the media or other sources the public is 
battered with the «hOftAg« nanla^ The Average citixea knows of 
two iiiA5or shortages f «nergy And jDh«. What he doein t know is 
that the »ore fundafnental shortage ol capital could correct the 
shortages in energy and jobSn. Any public qt privnte acctor action 
that perpetufltea the vhoFtag? of capital must be terjned a national 
travesty The renegotiation prf^eas withdraws capital from the 
private sector where it might be used to alleviate the shortages 
we talk about. 

Is the renegotiation process counter productive? Let's look. 

1. Why should a business develop innovative techniqxies 

that reduce co8t Or improve productivity if the resultant 
ibiprovfliflftnt in pfoflts through some subjective comparison 
toy the Renegotiation Board will be taken away? Would 
70U work for a disincentive? 

2. As contractorA or potential contractors realize the 
probieins involved in doin9 business with the government* 
particularly renegot iationj they jnay refuse to take 
contracts. Thus the gOi/er;»nent by its own action 
discourages competition trhich leads to higher costs 

for itself. 

3. Where is the contractor's incentive to invest in new 
more productive CDst'reducing equipment if the increase 
in profits he might realize will be claimed by the 
Renegotiation Board? 

Before we leave this area^ we believe there is one other public 
myth that ahould be exposed That is that the ooerations 
of the Reiiegotiation Board pay for themselves and return a profit 
to the governinent. The first question occurs when one realizes 
that of the excessive profit determinations of the Bnard in any 
given year* a certain percentage will be contested in the courts, 
and a very high percentage of those contests will be decided in favor 
o the contractor^ The myth loses altnost a bellevability when it 
finally is realised that of the determinations left by the courts 
to the Renegotiation Board only ^01 on the average of the dollar 
aniount is realized by the Federal Governments That is the amount 
after tax. One need only add the further realization that it does 
cost the governnient something to run ^--^ r^^^^rate the Renegotiation 
Board to run these hearings, to use Congress iona ataf time and 
Congreasmen s time and further that renegotiation coats companies 
pioney that money is added back into government contracts so it costs 
the government money. 
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For some reason, profits have become a bad word in a significant 
segment of our society. If this is not changed our free enterprise 
system itself could be lost. In many ways this obsession with 
profits is roost severe in the executive and legislative brancn 
•fhen business with the governr.ent is involved. I hcliave this 
government/industry obsession is adversely affecting the profitability 
of the rest of American industry. 

For several years, while President of the Logistics Management 
Institute, I was deeply immersed in a study dealing with profitability 
in the various indsutries doing business with the Government. This 
initial LMI study ran from 1958 through 1967. The GAO then followed 
with a similar study covering the years 1966 through 1969. The DOD 
study conducted in 1976 covered the years 1970 to 1974. Across this 
entire span there are a few fundamental points that stand out. First 
of all profitability of industries doing business with the Government 
is much less than in predominately commercial industries, or as 
typified by the industrial data compiled by the FTC. Profitability 
can be measured on sales, total capital investment, or equity invest- 
ment. Under any set of circumstances it is less in industries doing 
primarily government business. The fixed assets of companies doino 
primarily government business are significantly older than those of 
other companies. It is interesting to note that defense companies 
realize only about 2/3 as much return on invested capital as do other 
companies; they realize only about 1/3 as much, after tax, income 
per dollar of sales, as other companies; they generate only about 
40 to 50% as much after tax, cash per sales dollar as other companies; 
they reinvest only about 50% of their cash receipts in fixed assets. 
Other firms reinvest about 50 to 100% of such receipts. Defense 
companies barely reinvest their total depreciation cash flow in 
fixed assets. Other firms will reinvest amounts ranging from 1 2/3 
to 2 1/3 times their depreciation cash flow. There is a direct 
correlation between productivity and prof itabilty . American industries 
in general and government industries in particular must be willing 
to envision higher profits to be willing to invest in the plant and 
equipment necessary to continue the leadership that we have enjoyed 
in the past. 

As we all know, profits or return on investment has a direct 
relationship to capital accumulation. It takes about $45,000 in 
investment to create the average U.S. job. Investment means jobs. 
The capital needs according to the Commerce Department for U.S. 
industry were 760 billion dollars between 1955 and 1964, and $1.6 
trillion between 1965 and 1974. The Commerce Department has stated 
that our country's capital needs will be $4.5 trillion between 1975 
and 1984. This has been defined as a capital crisis. This could 
add up to 10 million jobs. The latest information I have is that 
we are presently falling behind in our capital accumulation needs. 
I believe our obsession with and lack of understanding of the role 
of profits is having a lot to do with this. This lack of understanding 
is typified by a desire to continue our renegotiation activities in 
a peace time environment. 
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Renegotiaticri itself seems unwarranted when we realize that 
of the R172.6 billion in renegotiabile a U*?s frow l^'i through 1975, 
th« tota pr&fita incL -ut i.l^&Hs) were $ 3 bi ion or 2.4% sales. 
Admittedly, there were ov»r ^200 million ft excesa profits determina- 
tions. The procurement syaten is ava liable however to avoid .. - 
few eXceasB^. I th* total true cost for Tetroijpiri^ these excesaeS 
were developed we woulc? find th^t the renegotlAtion proc€.4^ure is 
coating ua many times more than we are ftctually getting back We 
are leading to a fundamental point: that is, the costly concern for 
profits as reflected in HR 4082. Ne believe there has developed 
a significant preoccupation with profits and exceas profits. He 
believe that If thlM concern is varrarited you should give serious 
thought to making a major change n procurertien methods, that 
vould alleviate the insidious growth in administrative coats to 
government and industry that t^uy the taMoavar virtua ly nothing 
but coeitfi him a great dea If the concern for so few dollars of 
excess profits necessitates ejcpAnsiori of a system that can have 
fli-gn ficant additional costs, perhaps s^^rious consideration should 
be given to completely changing the present competitive procurement 
system and move to a cost plus type contract system. This would 
allow industry and goveirnment to get on with producing hardware 
rather than paper. In our opinion HR 4082 presents a typical exaitiple 
of the type issue that the President emphasised during the campaign 
And since elected h in his desires to eliminate unnecessary and 
wasteful paperwork in Government. 

Like most taxpaying Americans we have been most impressed with 
President Carter's desire to cut out unnecessary governr^ental costs. 
If.enegotiation activities fall in this category Not only is it an 
unneeded governp»ent operation but t is n fact a harnful govern- 
otental operation when we recognize our country - capital needs, and 
th* severe capital needs of defense related industry which the 
Renegotiation Act inhibits Adcnittedly standby legislation is 
desirable in the event our national security hardware volume re- 
quirements were to significantly increase using very little in the 
way of additional plant and equipment Inveatniqnt. 

Look at the facts. Over the past five years the Renegotiation 
Board received 20,036 filings. These filings prepared hy American 
industry are costly. TWie cost to prepare these fllinqs must he 
thought of as a liability to the taxpayer rather than An asset If 
you were to assume that such costs were only £20'hCQO per filing, 
this roeams that the total filing cost incurred by contractorB is in 
excess of $400 million dollars In other words the Renegotiation 
Act is wasting $400 million in industria hiaripower efforts alone 
through its existence * Adniittedly, the $400 million is allowable 
costs but this j^eans less profit and in turn less taxes, and in 
turn a cost to the taxpayer 

On second thought maybe '' rip-off" is the right vrord. Take 
the industrial cost add the Penegotiation Board cost the additional 
government cost and the d sincentives relative to capita investment 
and productivity on the balance of our economy and the continuation 
of the T>enegotiation Board in peacetime may indeed tie considered a 
taxpayer "rip-off** ^ It must be abundantly clear that renegotiation 
in peacetime is a significant waste of the taxpayers' money 



Digitized by 



Google 



96 



Sadly, profit on government contracts is a wonderful vehicle 
to use to obtain press coverage. Sadly, the total picture is seldom 
presented. Sadly, the electorate has not had the opportunity to 
fully understand the entire subject. Yet, I sincerely believe that 
most of our elected officials will understand the seriousness of the 
situation when given all the facts. In arriving at the solution 
to the problem we must not be motivated by expediency, but rather 
by the long term economic benefits to the American people. 

To conclude that the renegotiation process does anything other 
than add to the burden of the American taxpayer requires a steadfast 
persistent refusal to recognize the facts for what they are. 

SUMMARY 

To summarize in perspective; Congress has provided the procure- 
ment system a great number of efifective deterrents to the possibility 
of excess profits, recognizing that an ounce of prevention is worth 
a pound of cure. He refer again of course to the Truth in Negotiations 
Law, the DCAA, DCAS, CASB, OFPP, and other before-the-fact actions. 
The elements in the existing procurement system make for a "tight" 
system. If it does not seem to perform at some desired degree of 
efficiency the problem may be more one of human failure than system 
inadequacy. 

In this era of peacetime procurement renegotiation is counter 
productive. It aggravates the serious problem of capital shortfall. 
It discourages contractors from seeking improved productivity or 
other cost reducing features. It keeps new or additional contractors 
away from the market thus stifling competition and increasing costs 
to the government. 

The provisions of HR 4082, particularly permanency, product 
line renegotiation, denial of commercial article exemption, and 
mandatory audit, would only serve to intensify the problems inherent 
in peace time renegotiation. In truth, this all adds up to the 
conclusion that the renegotiation process in peacetime could not 
pass the tests of soundness found in the application of the Sunset 
Laws and Zero Base Budgeting. It should therfore be set aside; with 
standby authority for its reactivation only in the event of a national 
emergency . 
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SCHEDULE A 




RENEGOTIATION 


BOARD STATISTICS 




BEFORE TAX 


NET PROFIT AVERAGES 


ON SALES - Rfi YEARS 1956 


THRU 1976 


RB Year 


Renegotiation 


Net Renegotiation 


Before Tax 


Ending 


Sales 


Profits 


Percent 


30 June 


Reported 
(Billions) 


Reported* 


On Sales 




(BifilonsJ 




1956 


$28.2 


$1.8 


6.5% 


1957 


27.7 




5.8 


1958 


26.6 




4.9 


1959 


26.3 




4.2 


1960 


28.5 




4.0 


1961 


25.1 




3.6 


1962 


29.3 




3.1 


1963 


31.2 




2.9 


1964 


39.3 




2.9 


1965 


34.8 




3.0 


1966 


31.8 




3.0 


1967 


33.1 




3.5 


1968 


38.8 




4.4 


1969 


48.5 




4.51 


1970 


48.0 




3.16 


1971 


51.6 




2.5 


1972 


31.3 


0^418 


1.34 


1973 


28.3 




2.4 


1974 


40.2 




2.8 


1975 


21.1 




3.5 


1976 (+TQ) 


30.4 




3.9 



NOTE: The Board refrains fron computing profit percentages and in 
each year's imnual reoort inserts a cautionarv note against 
making judgments on the profitabiltiy of Defense business as 
a whole. 

* C<Mnputed by subtracting Net Penegotiable Losses from *}et 
Renegotiable Profits 
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Mr. MiNiSH. Mr. Shillito, in your statement you cite the existence 
of the Truth in Negotiations Act as one of the procurement safeguards 
which obviates the need for renegotiation. 

Yet while you were in the Defense Department as senior procure- 
ment officer, and even today, there are many larg^e companies, some- 
times entire industries, that refuse to provide certain cost or price data 
as required by the act. 

In some cases, the Defense Department waives the requirement and 
in others the company exploits loopholes in the act. Materials, supplies 
and computers are among those who have successfully avoided the 
requirement to provide cost and pricing data. 

While you were in the DOD you must have been aware of this prob- 
lem. If so, how can you in good faith urge this subcommittee to rely 
on Truth in Negotiations as a substitute tor renegotiation? 

Mr. Shujjto. Mr. Chairman, I did not say rely on Truth in Nego- 
tiations as a substitute for renegotiation. Those are your words. I said 
rely on the entire procurement system as a substitute for renegotiation. 

There are very few exceptions to it, or waivers to the Truth in Nego- 
tiations matter by the way, Mr. Chairman, and I would like to correct 
one other item for the record, and that was your statement that 85 per- 
cent of the Department of I)ef ense business is sole source. 

Mr. Chairman, that is absolutely wrong. 

Mr. MiNisH. I understand it is 57 percent. 

Mr. SHiLX,rro. I beg your pardon ? 

Mr. MiNiSH. Fifty-seven percent. 

Mr. Shillito. It develops roughly 50 percent of the Department of 
Defense business is not competitive, not sole source. The so-called non- 
competitive business is frequently follow-on business. 

It is frequently business that is of a nature that is indeed competitive 
but not sole source. I would suggest that you get the exact figures from 
the Department of Defense, rather than relying on something that is 
incorrect. 

Mr. MiNiSH. Let me ask you, did you move right from the Defense 
Department to Teledy ne ? 

Mr. Shillito. I moved right from the Defense to Teledyne. I am a 
military industrial complex individual, yes, sir. I have all those 
attributes. 

Mr. MiNisH. During 1975, the Renegotiation Board prepared testi- 
mony for the subcommittee which called for the elimination of com- 
mercial articles exemption and of the new durable product equipment 
exemption, the elimination of the termination data in the act and 
other changes. 

However, then the Board actually appeared before the subcommittee 
and we found that these recommendations had not been cleared by 
0MB. 

Did you participate in the censorship of the Board's position ? 

Mr. Witt. Censorship ? 

Mr. MiNisH. That is what I said. 

Mr. Witt. We had a lot of discussions in 0MB of what the admin- 
istration position should be, and we decided what the administration 
position should be. That goes on in OMB today, and will probably go 
on in OMB from here on out, Mr. Chairman. 
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Mr. MiNiSH. I don't know what is going to happen today. I don't 
know what is going to happen from here on out. I do know what hap- 
pened when you were there. You opposed the legislation. 

Mr. Witt. Mr. Chairman, we decided what in our opinion the best 
position of the administration should be, and that was based on all 
the information we had, and I was on the 0MB staff at the time. Our 
best decision was that many of those bad provisions should not be 
allowed to be carried over and presented as the administration position. 
It is as simple as that. 

Mr. MiNiSH. And you went from 0MB to United Technologies? 

Mr. Wrrr. Certainly I did. 

Mr. MiNiSH. Do you have any questions, Mr. Allen? 

Mr. Allen. Perhaj)s I can think of one or two, Mr. Chairman. Mr. 
Shillito, in your testimony you claim that the present Government 
procurement system is so refined and works so well that there is little 
or no need for renegotiation, and yet almost weekly we read in the 
national press of large cost overruns on defense contracts. 

Are you opposed to renegotiating those contracts where this cost 
overruns? 

Mr. Shilltto. Grenerally, Mr. Allen, I think you will find almost 
without exception where there are cost ovemms, renegotiation is not 
a problem. 

The cost overrun is really the problem, because as the cost overrun 
takes place, the percentage of profits and costs goes down significantly. 
So the two really don't correlate. 

Mr. Allen, fiut actually where there are substantial cost overruns, 
the contract price is in effect renegotiated and the Grovemment pays 
the cost overrun, isn't that true ? 

Mr. SniLLrro. Depending upon the type contract, the Grovemment 
may pay the cost ovemm. Depending upon the type contract. 

Mr. Allen. That is not an unusual thing, it is ? 

Mr. Shujjto. If it is a cost type contract that has a significant de- 
cree of uncertainty in it and may or may not have a fixed fee, and 
the cost increase, the Grovemment pays the additional cost, yes, sir. 

Mr. Allen. If an error is made or an estimate of cost is made on 
one side and the Grovemment comes up and makes up the difference, 
why then should the same principle not work the other way, when it 
turns out that the profits based on the contract price are excessive? 

Mr. Shzlltfo. On balance, that is just about what is happening now, 
Mr. Allen, with the excepticm of less than 2 percent of total price after 
taxes. 

We are ^nding so much time on a snail percentage of the total 
price that it is hard to understand. But we are looking at less than 2 
percent of the total price after taxes, of that which the Grovemment 
negotiates. 

Mr. Aluen. Do you agree with Congressman Stain's statement, 
that one of the feelings of the present Board, of the Board in the past 
has been that it has devoted most of its auditing to small contractors 
and really has not given proper attention to the giants ? 

Mr. Shuxttd. I agree the smallers have been severely hurt by 
ren^otiation. 
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Mr. Allen. Do you not then also feel that had they had the staff 
and devoted their efforts to the giants in the industry, that the recovery 
to the Government on excessive profits would have been much greater? 

Mr. Shillito. No, sir. I do not agree with that. 

Mr. Allen. You do not agree with that ? 

Mr. SniLLrro. No, I do not. 

Mr. Allen. But you are in favor where there are cost overruns in 
the Federal Grovemment, stepping in in certain contracts and increas- 
ing the price over and above what they were originally told a certain 
article would cost ? 

Mr. Shtlltfo. It depends entirely upon the type contract. If we are 
talking about a fixed price, competitive fixed price contract, these con- 
tracts, if the contractor loses money, which is spelled out in the renego- 
tiation reports, by the way — ^the Government does not pick up the tab 
for that. 

Mr. Allen. Never? 

Mr. Shtlltto. The Government has on a number of occasions, not a 
numbpT- of occasions, but on a few instances ^ne out of their way to 
pay additional costs when contractors have increased, when the costs 
have gotten out of line. 

Mr. Allen. That is over and above the fixed contract price ? 

Mr. Shilltto. In instances, I am sure there is that situation, but it 
is very seldom, Mr. Allen. 

Mr. Allen. And again, sir, if you believe that that should be done, 
and I agree with you that it should be done, if the cost overrun was a 
good-faith underestimate of cost, I want to know why you do not 
think the rule should not work both ways. 

Mr. Shilltto. Very seldom is it caused by a good- faith underesti- 
mate of cost. We have a public law. Public Law 85-804 which allows 
the Government periodically to come to the aid of a contractor who is 
in deep trouble because of some kind of a mistake via pricing or what 
have you, or it becomes a national security issue, and it s^lows the 
Government to help that contractor out. 

Mr. Allen. I am not arguing against that. I just want to know why 
the rule should not work both ways. 

Mr. Shilltto. But I am saying, Mr. Allen, on balance these rules 
do work both ways and they work both ways very well within the pro- 
curement system. The Renegotiation Board is having no effect on it 

Mr. Allen. I thank you, sir. 

Mr. MiNiSH. Mr. Grassley. 

Mr. Grassley. Thank you, Mr. Chairman. I am not surprised when 
you left the Government work and went back to your former job 
or into business. I looked over the present Cabinet and I find a lot of 
those have come from big business to Governments and I would as- 
simie when they leave that job or when this administration is voted 
out of office, they will probably go back to that same job. 

I don't know where we are going to get people to run Government 
You can't get them out of a vacuum. 

Mr. Shilltto. No ; that is right, sir. 

Mr. Grassley. I would say that probably the military industrial 
complex we talk about is a little bit like the industrial educational 
complex, where individuals go back and forth between the two, HEW 
and private business, HEW and the imiversities. 



Digitized by 



Google 



101 

This practice is prevalent in many facets of Government, not just 
the industrial and military complex. So I hope you will feel part of 
a broader aspect of that practice. 

Mr. Shillffo. Indeed I do, sir, and I feel awfully glad you brought 
that up. First of all, I feel strongly we do have to avoid conflict and 
do everything humanly possible to avoid conflict. 

But at the same time, 1 feel very strongly that any sound-thinking 
person maintains his perspective in a proper way, regardless of where 
he happens to be, as long as conflict is avoided. 

Thank you very much, Mr. Grassley. 

Mr. Grasslet. Would you please explain to me the procedures im- 
plemented in a defective pricing case? It is my understanding the 
process involves a renegotiation of profit during the procurement 
procedure. 

Mr. SniLLrro. Grenerally speaking, a defective pricing takes place 
as a result of an after-the-fact audit of the actual labor material 
overhead, all terms and conditions relative to pricing. 

Mr. Witt, do you have a comment on this ? 

Mr. Wrrr. That is exactly right. 

Mr. Grasslet. This serves as an effective tool to see that the tax- 
payer's money is protected. 

Mr. Shiluto. That is right. 

Mr. Grasslet. As effectively or hopefully much more than the re- 
negotiation process ? 

Mr. Shiloto. It can. In fact, it is a much greater audit on balance 
and renegotiation audits. 

Mr. Witt. Because usuallv the Government people are right in the 
man's plant with books right at hand, and those contracting people 
and the auditing people have direct access to the records without 
sending a lot of complicated reports into the Board, and then the 
Board has to write letters back asking questions, and then the firm 
replies to the questions and so forth. 

Mr. Grasslet. Do you feel that the sole source contracts are com- 
petitive in nature in the final analysis ? 

Mr. Shilltto. Actually, I think you have to take and assess the en- 
tire contracting environment. Keep in mind there are 10 million 
awards placed per year within the Department of Defense. Now, a 
significant percentage of these awards were competitive. After the 
first award, there is only one supplier left in that business. 

So many of the so-called sole source awards started out as severely 
competitive awards in which the Government knows in detail the 
contractor's cost, and has an excellent basis on which to negotiate. 

To move that product from one contractor to another would be 
terribly costly. So they did not start out in the vast majority of cases 
as sole source awards, that \^hich ends up as sole source awards. 

You look at your major aircraft right now, the F-16, 17, 18, you 
look at virtually everything we are talking about, they were very com- 
petitive, but you follow awards. They are not competitive, they are 
sole source. 

Mr. MiNiSH. Mr. Hansen. 

Mr. Hansen. Thank you, Mr. Chairman. I am going to say what 
I have to say in 30 to 45 seconds, but I would like to say this, that 
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I appreciate the testimony you gentlemen have given, and I think you 
have been very credible. 

I appreciate the statement that I have been looking at in depth from 
you, Mr. Witt. Your next-to-last paragraph is very, very pertinent, 
xou went through and spelled out all the steps and problems you 
have today overseeing areas that you have to live with. 

It seems to me that we have gotten away from the problem of wind- 
fall profits. We are down to the point of nit-picking and I think when 
you said that the Senegotiation Board is pretty much a part of the 
Amierican history and has no business in the present, I think I have to 
agree, you know, the New Deal isnt new any more and a fair deal and 
the new frontier and creative federalism and all of the things we have 
gone through on both political parties when they have been in power, 
I think maybe it is time for us to discard some of the old trappings of 
those past eras and get to a new way of doing things. 

I think we have developed that to a great extent and I think that 
the Renegotiation Board is a part of the past, and I think it either 
needs to h& dressed up accordingly or done away with, and I do appre- 
ciate your statement. Thank you, Mr. Chairman. 

Mr. MiNiSH. Thank you, Mr. Witt. How long have you been with 
your previous employer, 0MB ? 

Mr. Witt. My present employer ? 

Mr. MiNisH. No, sir. 

Mr. Witt. I was with the Defense Department for 23 years. 

Mr. MixiSH. Twenty-three years? 

Mr. Witt. I was a career man. That is the reason I wanted to get on 
record. I have watched all of this develop. I felt sure you woula want 
somebody who had been on the inside watching those procurement 
processes and procedures develop rather than somebody from the 
outside. 

Mr. MiiasH. You didn't go there from United Technologies? 

Mr. Wrrr. I spent 2^^ years with 0MB. 

Mr. MixiSH. Mr. Snillito, how long did you serve with the past 
employer? 

Mr. SHnxrro. I spent almost 14 years with the Department of De- 
fense. I spent 6 years running a logistics research company involved 
in defense industry studies. I have had almost 20 years of really 
studying the defense, the defense industry. 

^ Mr. MiNiSH. The point I am trying to make is that it is not a ques- 
tion of going back to your former empJoyer. 

Mr. SmLLTTo. No. 

Mr. MnosH. I am sorry to annoimce that the hearings will be re- 
cessed until tomorrow at 1 o'clock. 

If there are witnesses who were scheduled today that want to sulmiit 
their statement for the record, we will be happy to have thenv If not, I 
promise that you will get your day in court tomorrow. 

[Whereupon, the hearing was recessed, to reconvene at 1 pjn. on 
Wednesday, March 30, 1977.] 
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THE RENEGOTIATION REFORM ACT OF 1977 



WEDNESDAY, KABCH 30, 1977 

House of Representatives, 

Subcommittee on 
General Oversight and Renegotiation of the 
Committee on Banking, Finance and Urban Affairs, 

WdsMngton^ D.C. 
The subcommittee met at 1 :05 p.m., in room 2128 of the Raybum 
House Office Building; Hon. Joseph G. Minish (chairman of the sub- 
committee) presiding. 

Present: Representatives Minish, Annunzio, Spellman, and 
Grassley. 
• Mr. Minish. The subcommittee will come to order. 

Today, as we continue our hearings on H.R. 4082, the Renegotiation 
Reform Act, we are privileged to have as our leadoff witnesses two 
members put over from yesterday ; namely, Mr. Leach and Mr. Grold- 
stein. So if they are in the audience, we would appreciate their coming 
to the witness table. 

You are the gentlemen who were here at the request of Congressman 
Thomas Downey. 
Mr. Leach. Yes, sir. 

Mr. Minish. It would be helpful to the subcommittee if you would 
summarize your statement, and maybe we can get through with this 
today. You may proceed. 

STATEHEKT OF RONALD L. LEACH, ASSISTANT CONTROLLER, 
PINANCIAL ACCOUNTING, REPRESENTING EATON CORF. 

Mr. Leach. Mr. Chairman, and members of the subcommittee; my 
name is Ronald L. Leach, assistant controller, financial accounting, 
representing Eaton Corp., a diversified manufacturer whose worldwide 
sales for 1976 were over $1.8 billion. Eaton serves worldwide mark^s 
in transportation, materials handling, industrial automation, security, 
construction, agriculture, and consumer durables. 

We employ over 46,000 people. I have 10 years experience as a CPA 
in public accounting prior to joining Eaton. 

I have read H.R. 4082, a bill to revise and extend the Renegotiation 
Act of 1951 and I am concerned about the imj)lications to companies 
such as ours who have predominately commercial business. 

We have not actively sought Grovemment business and as a result 
our business subject to renegotiation is far less than 1 percent of our 
sales. The Renegotiation Act was originally introduced for use in time 
of national emergencies when the Government needed products, but 
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time was of the essence and negotiation of contracts was secondary. We 
suspect that the renegotiation process has outlived its usefuhiess. 

We are particularly concerned about the impact of H.R. 4082 on 
Eaton as well as other companies who have predominately commercial 
business. Because some of our customers use our commercial products in 
a Government contract, we end up filing a renegotiation report with the 
Board each year. 

The last renegotiation report filed by Eaton for the year ended 
December 31, 1975, reported $4.6 million of rene^otiable business com- 
pared to total sales of $1.1 billion in the United States or a total of $1.6 
billion in sales worldwide. 

To make a determination to see what sales are renegotiable, we are 
required to send out instructions each year requesting approximately 
70 plants to contact their customers to determine what their reportable 
sales were. Out of these, only approximately 20 locations end up with 
reportable sales ranging from a low of $1,469 at one plant to $1.4 mil- 
lion at the upper enaof the range. 

By making this survey we mid out after the fact that some of our 
customers' purchases, which we considered at the time as commercial 
products sold in the ordinary course of business, have been used at 
least in part in completing contracts which were subject to the Re- 
negotiation Act. 

Out of the small amount of renegotiable business reported, only $1.2 
million — divided amon^ 11 divisions — were prime contracts and, there- 
fore, accepted by us with the knowledge that it would be subject to 
renegotiation. 

We have felt obligated to accept this renegotiable business since it 
has been a carryover from previous commitments for many years and 
we are the sole supplier of the product. 

Our point is that companies such as Eaton are discouraged from 
competing for Government business because of the paperwork and 
special requirements and expertise involved. 

We would like to be a supplier to the Defense Department and other 
Government agencies if it could be done in the normal course of doing 
commercial business. In fact, we do actively explore the possibilities 
of selling to the Government what we view as our normal commercial 

Sroducts which are sold competitively in the marketplace. However 
ue to the nature of Eaton's products, most of them must be customized 
to fit the customers' end product. Because of this we cannot classify 
many items as "shelf items" and, therefore, exempt from renegotia- 
tion. 

H.R. 4082 has further complicated this problem for Eaton and 
other companies as well, by proposing an increase in the standard 
commercial article exemption from 95 percent to 76 percent. We strong- 
ly oppose any qualifying percentage in this area. 

As a result of the Board reviewing our 1972 filing, we were asked to 
sidi>mit additional information including product line information for 
not only the products subject to renegotiation, but for the rest of our 
business as well. This request, if complied with, would have involved 
a detailed study of our operations to obtain information not other- 
wise available. The cost to our company would have exceeded the net 
profits involved in renegotiable business. 
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After expending sufficient time, and, therefore, cost, to review the 
problems involved in complying, we responded to the request and cited 
the efforts involved as well as additional costs to Eaton and the Gov- 
ernment and suggested thev could make their determination on the 
basis of information already submitted. Based on this response, the 
request for additional information was withdrawn and our filing 
approved as submitted. 

H.R. 4082 would make such product line reporting mandatory aiid 
in our case we would lose the profits involved in just complying with 
providing such information. The Financial Accounting Standards 
Board, the Securities and Exchange Commission, and the Federal 
Trade Commission are all askixig for product line information but 
unfortunately none of them arte defined in the same manner. None of 
these could be used for renegotiation. This is just one more cost burden 
which makes Government business imattractive to commercially 
oriented companies. 

There are other issues in H.S. 4082 which are of concern to us, 
such as the mandatory audit requirement and the Board being made 
permanent when we believe it should only be necessary as a standby 
measure for national emergencies. I am sure these will be covered by 
others far more expert in this area than I. Our main thrust was to 
point out the difficult situation that companies such as Eaton are in 
under the Renegotiation Act. 

In view of the commercial nature and amount of Eaton's renego- 
tiable business in relation to its total business, we believe the renego- 
tiation regulations as proposed will continue to make the tail wag the 
dog. 

This effectively discourages companies such as Eaton from engaging 
in such business ventures even though we would sincerely like to do so. 

We feel we can effectively introduce the benefits of more intense 
competition into Government procurement if the restrictive and un- 
necessary redtape is removed. There must be many other companies 
in this same position. 

The Renegotiation Act should either be allowed to expire or if this 
is not possible, rewritten to give the Government full advantage of 
the competitive business system. 

I would be pleased to answer any questions you may have at this 
time. 

Mr. MiNiSH. Thank you, Mr. T^ach. I don't have any questions. 

Mr. Grasslet. Would you explain how your customers are subject 
to renegotiation ? 

Mr. Leach. We have to send a notice out to our 70 plants each year 
and ask them to send out two letters to their customers, and ask them 
to report back what was under the renegotiation. 

Mr. Grasslet. Do you feel these answers are accurate ? 

Mr. Leach. I am not personally involved in that aspect of it. It 
comes under our tax department so I really have no way of knowing 
that. 

Mr. Grasslet. How do you think that those people know ? 

Mr. Leach. I think they only accept it at face value as they come 
back from the customers. 

Mr. Grasslet. I suppose the gist of jour testimony answers this 
, questicm, but I want to ask it very specifically anyway. 



Digitized by 



Google 



106 

As far 30 you and your bnsiiusa are cxmcRDHL is it wart& die 
mHibie^ that yod have to ^ throng ? 

3Cr. LsACH. 5b: it ia jriat an additiaiiml cast ^»^ we oort evoi p—* 
(Ml tAthe Government becsnae it comes in aftortiie fiict. 

We have already 9old the prodnct. and thai we find out sAk- we 
send diese letteraoot that it is ^nbjecttxi renegiGCistian. 

Mr, 3fcfi8K- Thank you* Xr. Leach. 

3fr. Ocddstein, we have your statemoir, and I wonid appreciate it if 
yoa could sommariaB it. 

I want to announce at this pmit I hope to g!et a gnnrmn tonM^iaw 
afternoon to marknp diebilL 



CMCKtnXE TO BOK thotM X BOfWMKT: AJIfJaOKT l ami MHi 

(W nuiL Bomm to the lhk bkamd AsmaoAssaa of 
OMDBXGE AXB navoanET 

Mr. OoiiMrner^'. Mr. Chairman, I will try to sanunariaeit. 

I win point out the highlights that I feel yon may or may not have 
been aware of. 

Mr. OoLnerneix. Congre^ has created many programs to aaast small 
bosinesaes and minority owned firms to come into the mait^tream of 
big business and to contract with the Federal Government. Tbese p*o- 
m:ms have set-asides for small business, or set-asides under the Small 
Business Administration S-A program for minority and disadvant- 
aged businesses. These programs are intended to assist, not wittetand- 
mga somewhat higher cost to the Government. It also provided assist- 
ance for financing such as Grovemment-guaranteed loans, advance 
andprogress payments. 

These prc^rams turn out to be in fact an oitrapment to the small 
firm under the renegotiation process, and the firm to have the ability to 
fund itself in the Court of Claims. 

The renegotiation process wei^ very heavily on the firm^s own 
capital and the firm's own assets employed. Thus* a firm taking ad- 
vantage of the programs that are available to it by the Government 
is now in fact being penalized. 

The problems in advance payments and Government-furnished pro- 
duction equipment is that it is one of the things the Benegotation 
Board counts against profit. 

The small business firm is also penalized for having been a weak 
company. 

Suddenly the owners have a higher salary that they can take out, 
notwithstanding the last few years they couldn't take out any salary. 

Sometimes a firm, in the beginning of a contract, might not take 
any salary for the oflScers and tnen lump it at the end of the contract 
Unfortunately, that could be interpreted as distribution of profit 
In orrler t>o fund itself against any kind of a decision by the Board, 
a bond must be put up, or the moneys that have been assessed must 
\m put up into escrow. Small firms don't have that excess money, and 
if Uiey arc- unfortunate enough to have a SB A loan, all their ass^ 
ittti^d up as collateral for the loan, so they can't obtain a bond. . 

TUf is possibly the reason you see so many small firms have l)een 

liatod. They just cant go to court and they don't have the 
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wherewithal to come up with the bond or to put the money up in 
escrow. 

The proposed amendments, I believe they would further com- 
plicate life for small business, particularly product line renegotiation 
and renegotiation of contracts and options individually. 

Most of the contracts that the small businesses take are firm fixed- 
price contracts, and in this climate in today's economy, a small ^v 
finds himself with an increase in materials costs and labor costs which 
he can't absorb, so he will take it on the next contract, and, you know, 
make it up there. 

If we renegotiate, then, by contract, his losses can never be made up. 
He will sustain great losses. Options would also complicate matters. 
How do you treat startup costs? How do you treat the salary that the 
officer didn't take in the beginning of the contract and he may be able 
to take when these options are coming through ? 

If these are now renegotiated as separate contracts, just to defend 
himself, a small business firm can't do it, and to try to take it to court, 
he, a^in, is trapped. He can't take it to court, because he can't come 
up with the bond. 

Now, as far as commercial products, there are many small suppliers 
that provide small items, ana this previous gentleman testifying, of 
course, is large business. But some smaller companies provide com- 
mercial items, and the reason they do so is that the Government can 
treat them as commercial items. 

^ If these companies have to also produce the same paperwork and they 
either are just going to step out of the business, and this business will 
be lost to the Grovemment, or the process will drive them right out of 
competition. 

The other point is revealing the price structure to an audit agency. 
I have read with dismay some of tne articles written by some expert 
firms and the Defense Contract Audit Agency itself, that there really 
is no defense, that the Grovemment has got to reveal anything given 
on a EB-1 form to the company's competitors. The competitors can 
figure out what the next bid is going to be, his price structure, where the 
supplies are coming from, and everything else. 

I believe small business should be exempt from the renegotiation, or 
the floor increased. 

I also submit one thing that I did not hear yesterday which is that 
value engineering and incentive awards should be exempt. 

There was a recent Court of Claims decision that stated that those 
were renegotiable. Here you have one body of the Government telling 
the contractor, "Mr. Contractor, you save the Government money and 
we will share the savings with you." 

He poes along and does that, and the Renegotiation Board says 
"This is mine, this is excess profits." 

Unfortunately, the Court of Claims supported that because Con- 
gress did not clarify that issue. 

There was also a recent Court of Claims decision in September of 
last year. Mills Manufacturing, which dragged on since 1967, almost 
9 vears, where there was an assessment of many millions of dollars. 
The Court of Claims stated that since the company only had firm 
fixed-price competitively advertised contracts, these contracts were 
not subject to renegotiation, and it reversed the decision of the Bo«xd. 
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But just how many of these cases were assessed since 1967? The Gov- 
ernment, is it suddenly going to give everybody their money back? I 
doubt it. 

Again, in brief, this is the picture of the small firm, he is defenseless 
to how far he can co, and he is defenseless to go to court. 

This is small business, and I have addressed myself to small busi- 
ness, but I do want to bring out one point which I think is very im- 
portant, that small business relies very heavily on large business. 
Minority firms rely on them for programs that bring them into the 
mainstream, and to get assistance in training, and everything else. If 
the Grovemment curtails moneys that are available from large busi- 
nesses, I think these programs will also be curtailed and the small 
business and the minority-owned business and the handicapped people, 
I think, in the long rim would suffer. 

One last point. I had heard yesterday about capital equipment, 
should the company have as much profit if it employes Govenmient- 
owned equipment. 

My answer to that is, of course, it should not. But emphatically 
I want to bring out that the weighted guideline system spelled out in 
the Armed Services Procurement Kegulation 3-308.1 takes that into 
consideration. If a Government contractor has indeed Government- 
furnished equipment, it gets less points for profit than if he doesn't. 

But, then, if the renegotiation doesn't use the same guidelines, if it 
uses a different guideline, well the profit that was negotiated in the 
first place is meaningless. In other words, if the ArmSi Services tell 
you, "Mr. Contractor, here you are, we have negotiated a contract 
with you and you are entitled to 8 percent," ana the Renegotiation 
Board comes in and says "That is nonsense. We will give you 3 per- 
cent." What is the bargain in the first place? Where is the handshake 
with the Grovemment contractor in the first place ? 

I ffuess those are my comments. And I thank you. 

[The prepared statement of Mr. Goldstein follows :] 

Pbepabed Statemient of Manfbed GtOldstein, Bellmore, N.T., President, Posi- 
tive Consultants Inc.; Small Business Advisobt Committee to Hon. 
Thomas J. Downey; Adyiboby Council on Small Business to the Lono 
Island Association of Commerce and Industry 

It appears that in recent years the word Defense Contractor has become a 
dirty word, one is to beUeve that the Defense Contractor seems to devote his 
entire time in fleecing the Government. 

I think it is time that we recognize the Defense Contractor for what he really 
is, a hard worker and dedicated toward success. Without him we would still 
be flghting our enemies with rocks, while they advanced with atomic weapons. 

In the past twelve years I have worked with some 150 small, medium and 
minority businesses. I have firmly come to believe that it is the Government that 
does the fleecing, not the contractor, particularly where a SmaU Business is 
concerned. These flrms do not have the know how or the financial means to 
contest the arbitrary decisions handed down by Government personnel. 

First you have the overzealous Government employee who believes he can do 
no wrong because in fact he is a sovereign, Industry refers to him as 'a little 
God'. He wiU interpret the intent of congress any way he feels like. He will not 
look at the whole picture, and he will hand down final decisions knowing full 
well that the firm cannot defend itself because it does not have the funds or 
the time. 

Second you have the various Administrations, and Congressional Bodies with 
different purposes, that also appear not to look at the whole picture and the 
possible consequences. 

I would like to address myself to these two points with regard to t)ie renegotU- 
tf on process, and the amendments to be imposed by H.B. 4062. 
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Before I do, however, I wotdd like to point out that I am not here to crlticiie 
the Bill, I believe the intent of the Bill was to close some loopholes which Con- 
gress believes exist, and to bring large business more in line with small business. 
I do wish to enlighten the conunittee to the areas which I believe have not been 
considered. This is the purpose of my statement. 

In the most recent GAO report, regarding renegotiation for 1976, it appears 
on the surface that some $40 million were recovered by the Government through 
the process of renegotiation. It must be noted however that most of the firms 
that were assessed were indeed Small Businesses, and that the excess profit 
figures were based on capital and assets employed, not on costs of the product. 

The $40 million was in fact only $27 million after tax adjustments. The 
budget for the Renegotiation Board was somewhere in the area of $5 million. 
A fair estimate of the administrative costs by all U.S. firms subject to the act 
is $50 million per year. These costs are passed on to the consumer which is both 
Government and commercial. Therefore the Taxpayer paid some $55 million 
to recover $27 million. It may go even further than that, supposing some of the 
small firms were put out of business because of this, how many SBA loans, 
unliquidated progress payments, reprocurement cost, unemployment, and wel- 
fare costs did the taxpayer have to pay. 

However the most disturbing thing is how many of these firms really had 
an excess profit. 

I always envision Uncle Sam when he makes a "Firm" agreement with a 
contractor, by signing a contract, that Uncle always has his fingers crossed 
behind his back. 

Congress passed many acts to encourage Small and Minority owned firms to 
contract with the Crovernment. It provided in the Armed Services Procurement 
Begulations Par E-210 that the need for financial assistance shall not be a 
handicap. Small business set asides were created, permitting higher cost and 
profit. The Small Business Administration was created to make loans not other- 
wise available to the small firm, and to create a program to assist minority and 
disadvantaged citizens in becoming viable business owners. Toward that goal the 
SBA provides advance payments and production equipment. 

J doubt that Congress envisioned that this assistance would later be a 
detriment, and a possible entrapment when it comes to the renegotiation process. 
If the Board determines profit based on the contractors own assets and capital 
employed, where does it leave the small firm that has an SBA loan, advance or 
progress payments, and pos&ibly some equipment from the SBA 8(a) program. 

Lets take a theoretical case of company X, who in good faith negotiated a 
contract. The ASPR is full of profit including words, and the weighted guide- 
lined base profit on COSTS. A fair profit of 10% of costs was negotiated, the 
contract contains the Truth in Negotiation clause. At the end of the contract, 
contractor X is cleared from any claims by the agency under the Truth in 
Negotiations claure. However the Renegotiation Board has some other ideas. 
It claims the firm had progress payments, therefore employed little of its own 
cajHltal, thus the profit based on assets and capital employed looks way out of 
proportion. 

The Board also makes this discovery. The firm has been struggling for several 
years, thus the principals drew very little salary during those years. When this 
contract came into being it required heavy start up costs, therefore once again 
the principals drew little or no salary until the end of the contract. The Board 
now says that this is not salary, this is distribution of profit, based on historical 
salary in prior years and for the early part of the contract. 

The firm objects, but the ruling has been made. The Board advises the firm 
you have the right to go before the Court of Claims, however if you decide 
to do so, you must in the next few days advise the Board, and either put the 
amount of assessment in escrow with us, or post a bond. 

The firm does not have the money for escrow, and thus seeks a bonding agency. 
Of course the Bonding Agencies note the SBA loan which ties up all of the 
firms assets, as well as the principaFs personal assets. Thus the firm cannot 
obtain a bond. 

The next step is of course that the Board demands payment of excess profits. 
It advises all payment ofl9ces to cease payments to the firm and to submit any 
payments due, up to tiie amount of excess profits to the Board. 

Unfortunately, this firm does business with the Department of Defense, the 
Postal Service, and GSA. It ai^)ears that all three payment offices hold up a like 
smo. It takes some six months to get the matter straightened out. 
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consuming burden of paperwork about whidi not Just the private sector but tbe 
bureaucracy itself complains. 

Mr. MiNisH. Mr. Fitzgerald, please. 

STATEHENT OF EDHUND B. FITZOEEALD, CHAIEMAN OF THE 
BOASS AND CHIEF EZECXTTIVE OFFICEB, CTJTLEB-HAMMER, DTC, 
ACCOHFAIIIED BT ALVIH Q. WAGOONEB, VICE FBESIDENT, 
FINANCIAL HANAQEMENT, AH DIVISION 

Mr. FrrzQERALD. Thank you, Mr. Chairman. 

Mr. MixiSH. Mr. Fitzgerald, I would appreciate it if you would 
summarize your statement, and we will put the entire statement in the 
record if you wish. 

Mr. FrrzQERALD. All right, sir. 

Mr. FrrzGERALD. I am chairman of the board and chief executive 
officer of Cutler-Hammer, Inc. 

For a period of time, nearly 4 years, in the early 1970's, I was also 
Vice Chairman of the Industry Advisory Coimcil of the Department 
of Defense. 

I am accompanied here by Mr. Alvin Waggoner, vice president for 
financial management of our AIL Division. 

We are a producer of electromechanical electronic components sys- 
tems. We are primarily a commercial and industrial organization. In 
the past 5 years, a third of our sales have been subject to the authority 
of the Kenegotiation Act. We are one of the 100 largest defense con- 
tractors to tne Department of Defense, and we are a participant, or 
were, in last year's profit 1976 project. 

We think we are a good contractor. We do our work well, we com- 
plete our contracts on a timely basis, and we perform within allotted 
funds. We also believe from published DOD data that we are a more 
profitable contractor than the average defense contractor. 

During the past 5 years, the profit-to-sales ratio on tne work of our 
AIL Division which is our defense industry division, was approxi- 
mately 28 percent lower than the profit-to-sales ratio of our industrial 
and commercially oriented division. 

However, because of progress payments which gives our AJL Divi- 
sion a slightly higher investment turnover, our return on investment 
in our defense busmess is comparable to that in our industrial business. 

We are concerned by proposed legislation, H.R. 4082. We believe it 
would Significantly alter tne intended objectives of the renegotiation 
process, would create activities within the Kenegotiation l5)ard re- 
dundant to those performed already by others, and would increase the 
staff size and budget of the Kenegotiation Board. 

We think the proposed legislation would have a negative cost benefit, 
because it is based on a management concept of achieving financial con- 
trol through a process of auditing the auditor, rather than a manage- 
ment concept of providing the tools, the skills, the authority necessary 
to get the audit job done correctly in the primary audit process. 

Aow, we all mow how renegotiation got started. We recognize that 
the environment of those days was different than today. 

The defense business today is not a bunch of commercial enterprises 
converting to defense business. It is a bunch of companies who have a 
long and broad experience in the defense business, and they are knowl- 

cd^able of the requirements of the defense procureinAtLt ^xqk:;^£s&* 

Digitized by VjOOQIC 



112 

Lefc me announce that if anyone wants to take off his jacket, he is 
welcome to do so. Some of the people back here were complaining 
about the heat. 

My colleague, Congressman Dan Daniel, is next. 

STATEMENT OF HON. DAN DANIEL, A SEPSESENTATIVE IN 
CONGSESS FBOH THE STATE OF VISGINIA 

Mr. Daniel. I came to speak in opposition, Mr. Chairman, to the 

Eroposed le^slation, and ask unanimous consent that my statement 
e inserted in the record. 
Mtv Minish. So ordered. 
Thank you. 

Mr. Daniel. Thank you, Mr. Chairman. 
[The prepared statement of Congressman Dan Daniel follows:] 

Statement of Hon. Dan Daniel, a Representative in Congress From the 
State of Viroinia on H.R. 4082, the Renegotiation Reform Act of 1977 

Mr. Chairman, it isn't often I offer my views to committees other than the 
ones to which I am assigned. There is a good reason for this, in my opinion. Each 
of us has quite enough to do with our own committee work to ke^ us fully 
occupied. Additionally, we are somewhat more expert in those areas. 

On those few occasions when I have ventured my views before another com- 
mittee, it has been because of expressed interest or concern on the part of those 
I represent — ^the people of Virginia's Fifth District. That is not the case today. 
While I am sure there are from time to time businesses in my district which 
hold government contracts, none has approached me regarding this legislation. 
My interest stems from another area. 

As a Member of the Committee on Armed Services, I have become aware of the 
problems involved in contracting for goods and services. Time after time, we 
have been told of the intricacies of the bidding procedures, of the horrendous cost 
in staff-time, which is money to the businessman, of the frustrations which arise 
and which often lead these businessmen to declare they wiU no longer se^ to 
sui^ly the Department of Defense. 

As a group of us has already stated, "We who are concerned with maintaining 
a strong defense capability at the lowest cost are disturbed about the declining 
condition and productivity of many defense plants and with the eroding base of 
defense subcontractors. There is evidence that the Renegotiation Act as it was 
last administered is aggravating this situation and defense contractors of all 
sizes are expressing alarm about the proposed changes in H.R. 4082." 

Time after time, from other quarters, there is raised the spector of the "mili- 
tary-industrial complex." It is legislation such as H.R. 4082 which could make 
this a self-fulfllling prophesy, as small and medium-sized businesses decUne to 
surrender their corporate souls. 

There are people, Mr. Chairman, who feel there is no need for the Renego- 
tiation Board at all. They pdnt out — with some Justification— that this was a 
wartime measure, and we are no longer at war; that the contracts presently 
being examined were made during the Vietnam conflict, not in a peacetime 
period. 

Still other people — and I find myself among them — ^believe there is a solution 
short of H.R. 4062. 

It has been recommended that present legislation be extended for a year, and 
study given to whether there is in fact a problem which warrants a solution 
of this scope. 

It has also been recommended that any action be held up until the new Ad- 
ministration has had an opportunity, in its well-publicized reorganization pro- 
posals, :o find a better place for this function. 

And finally, it has been recommended that legislation provide standby author^ 
ity, to reactivate the Board in time of war or other national emergency. 

I would not presume to say which of these recommendations is most sounds 
but I do respectfully request that you gentlemen consider them, and that yov^ 
consider as well the effect which H.R. 4082 could have on the future of defense 
contracting, on the "mix" of future contractors, and on the costly and time — 
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All these contractors are rigorously monitored by the Office of 
Defen3e Contract Services, and Defense Contract Audit Agency, 
DCAA. 

Since July of 1970, defense contractors have also been subject to the 
Truth in Ne^tiation Act, and its accompanying certificate of current 
pricing on firm fixed-price contracts. Since July of 1972, the basic 
structure of the new defense cost accounting system has come into be- 
ing, with the required contractor disclosure statement in the first two 
accoimting standards. 

Since that time, 11 additional cost accounting standards have been 
issued. The standards are intended to provide visibility, trackability, 
accountability, consistency of application and assignment to cost, or of 
cost, to proper cost objectives. The standards are aimed at correcting 
many of the reported imderlyinff problems associated with defense 
procurement in the 1950's and 1960^s. 

In assessing the performance of the current system, we believe it is 
interesting to note that the annual reports of the Benegotiation Board 
reveal that in a period from 1971 to 1975, when the Board reviewed 
$172.6 billion worth of contracts, on which $4.3 billion of renegotiable 
profits had been realized, the excess profit determinations were $2.31 
million, or 5 percent of the reported profits. 

On an after-tax basis, the net gain bv the Government was $115 mil- 
lion. Adjustments of $115 million in arter-tax profits on sales of $172.6 
billion would hardly seem to support the connotation frequently ap- 
plied to the term "excessive profits in the defense industry." 

It does seem to suggest that the current defense contracting moni- 
toring system indeed is working welL 

It should also be recognized that the contracts reviewed by the 
Board in 1971 through 1975 are completed contracts and prooably 
were not extensively subject to the requirements of the Truth in 
Negotiations Act, the certificate of current prices, and the defense 
price cost accounting system. The new impact of these procurement 
tools legislated by this Congress is therefore not yet apparent in the 
most recently available data. 

We do not mean to imply the saving of $115 million by our Govern- 
ment over a 5-year period is not a desirable accomplishment. However, 
against this savings, we must also charge the Board's operating ex- 
pense of $24 million and the additional administrative cost burden of 
the defense industry caused by the renegotiations process. The finan- 
cial Executive Institute has estimated that this additional cost burden 
may be as high as one-twentieth of 1 percent of renegotiable sales. 

On $172.6 billion of renegotiable sales, this additional cost would 
amount to about $86 million, which, when added to the Board operating 
cost of $24 million, would total $110 million, almost equal to the sup- 
posed savings. 

In view of the current environment in the defense industry, wmcB, 
as we have said, is vastly different than an active war environment, in 
which reneogtiation was orif^inally conceived, we would like to recom- 
mend the following alternative course for congressional action. 

Alternative No. 1, support legislation which would extend the He- 
negotiation Act of 1951 but with the enforcement of the act suspended 
except in times of national emergency. During periods of peace, prime 
responsibility for financial control and audit of defense contracts 
would reside with DCAS and DCAA, who would he ^?Plp^^^^ 
responsibility the recently legislated monitoring aids of the Truth in 
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Negotiations Act, the certificate of current pricing, the contractors 
disclosure statement, and the cost accounting standards sj^stem. 

Few people fully appreciate the wide range of activities of the 
Defense Contract Audit Agency which is a 3,000-man force of skilled 
professionals constantly engaged in detailed audits of all aspects of 
negotiation, cost and peformance on individually negotiated contracts, 
before, during, and after the periods of contract perfommnce. The 
DCAA not only audits individual contracts but also does i>erformance 
audits of overhead cost centers which underlie contract costs. 

During the months of January and February 1977, alone, the 
DCAA undertook a functional audit of our AIL Division's Computer 
Services Department and operational audits of AIL's Quality Assur- 
ance Department and its cost estimatinir svstems. 

By doing its job effectively, the DCAA makes it virtually impoesi- 
ble to justify on the basis of zero-based budgeting the continued activ- 
ity of the R^egotiation Board during periods of peace. 

I might add, to give you some impact of the thoroughness of their 
review of us, in our AIL Division, we have 230 people in administra- 
tive jobs. We have full-time resident Government auditors of 30, mean- 
ing we have one resident auditor for every 8 administrative people. 

Alternative No. 2, for those who find our first alternative "politi- 
cally insensitive," we suggest legislation which would simply extend 
the Renegotiation Act of 1951 without alteration. Tender this alterna- 
tive, prime monitoring responsibility for defense contracts would re- 
main with DCAS and DCAA but with the Renegotiation Board still in 
place to act in a role of broad oversight on a total corporate basis and 
to act if and when statistical scatter of individual contract results 
mi^rht impact on individual contractors too favorably. 

The current staff of the Board is capable of performing this function. 
Additional staff to take on activities redundant to those now being done 
by others would make this alternative economically counterproductive. 
' Alternative No. 3, sponsor legislation to extend the Renegotiation 
Act of 1951 in its current form for a 5-year period, while at the same 
time establishing a Commission to objectively review and assess the 
renegotiation process and its relationship to the total procurement 
and monitoring environment. 

In particular, this Commission would be able to review an adequate 
sample of defense contracts performed under the previously mentioned, 
newly legislated control mechanisms and assess what impact these new 
mechanisms might have on the need for continuation of the renegotia- 
tion process. 

We do not look favorably upon H.R. 4082. We feel it is an expensive 
and redundant approach to the effective but equitable auditing of de- 
fense contracts. During his recent campaign and in his first days in 
office. President Carter has stressed his desire to make Government 
more efficient. His remarks have been enthusiastically endorsed by the 
American people. 

In the case of defense contract monitoring, we firmly believe that 
efficiency in Grovemment can best be served by giving the professional 
skills, the right tools, the authority and the mandate to get the job 

done right to the first level of contract audit and not to rely instead 

on a cumbersome and expensive concept of redundantly auditing the 

auditor. 
Thank yon. 
[The prepared stetement of Mr. Fitzgerald, on )q^^1 o\ OaS^^- 
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Mr. Chairman and members of the Subcommittee on General 
Oversight and Renegotiation. My name is Edmund B. Fitzgerald. 
I AM Chairman of the Board and Chief Executive Officer of 
Cutler-Hammer^ Inc. For a period of nearly four years in the 

early 1970' S, I ALSO SERVED AS ViCE CHAIRMAN OF THE INDUSTRY 

Advisory Council of the Department of Defense. I am accompanied 

HERE TODAY BY Mr. AlVIN G. WaGGONER WHO IS ViCE PRESIDENT - 

Financial Management of Cutler-Hammer's AIL Division. We 

DEEPLY appreciate THIS OPPORTUNITY TO APPEAR BEFORE THIS 

Subcommittee to discuss proposed legislation H.R. ^082 and its 
likely impact upon defense procurement and monitoring procedures. 

Cutler-Hammer is a producer of electromechanical and 

ELECTRONIC COMPONENTS/ ASSEMBLIES AND SYSTEMS. We ARE 

primarily oriented toward industrial and commercial markets. 

Me ARE/ HOWEVER/ A SUPPLIER TO THE DEPARTMENT OF DEFENSE AND 
several OTHER FEDERAL AGENCIES. In THE PAST FIVE YEARS/ 
APPROXIMATELY ONE-THIRD OF OUR TOTAL SALES HAS BEEN SUBJECT 
TO REVIEW UNDER AUTHORITY OF THE RENEGOTIATION AcT OF 1951. 

Our COMPANY is one of the 100 largest contractors to the 
Department of Defense. We were also one of the participating 

COMPANIES in the DEPARTMENT OF DEFENSE'S PROFIT '76 PROJECT. 

In our government business we believe that we enjoy a 

REPUTATION OF BEING A CAPABLE CONTRACTOR. WE BELIEVE THAT 
WE ARE PERCEIVED BY OUR CUSTOMERS TO POSSESS ADVANCED 



Digitized by 



Google 



118 



technology in the areas of our expertise^ to complete our 
contracts on a timely basis and to perform our work within 
allotted funds. based on data produced by various dod studies^ 
it is apparent that we conduct our defense business on a more 
profitable basis than the defense industry in general. during 
the past five years, the profit to sales ratio of the ail 
Division, our division primarily oriented to defense work, has 
averaged 72% of the profit to sales ratio of our industrially 
and commercially oriented domestic divisions. with its somewhat 
higher rate of asset turnover, our ail division achieves a return 
on investment comparable to that of our industrial and commercial 
domestic divisions. 

We are concerned by proposed legislation H.R. ^082. We 
believe that it would significantly alter the intended objectives 
of the renegotiation process, that it would create activities 
WITHIN THE Renegotiation Board that are redundant to those 

ALREADY BEING PERFORMED BY OTHERS IN A BETTER POSITION TO 
PERFORM THEM AND THAT IT WOULD DRAMATICALLY INCREASE THE 
STAFF SIZE AND BUDGET OF THE RENEGOTIATION BOARD. In SHORT, 
WE BELIEVE THE PROPOSED LEGISLATION WOULD HAVE A NEGATIVE 
COST BENEFIT PRIMARILY BECAUSE IT IS BASED ON A MANAGEMENT 
CONCEPT OF ACHIEVING FINANCIAL CONTROL THROUGH A PROCESS OF 
AUDITING THE AUDITOR RATHER THAN A MANAGEMENT CONCEPT OF 
PROVIDING THE TOOLS, THE PROFESSIONAL SKILLS AND THE 
AUTHORITY NECESSARY TO GET THE AUDIT JOB DONE CORRECTLY 
IN THE PRIMARY AUDIT PROCESS. 
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As WE ALL KNOH^ RCNEGOTIATIOM MAS INITIALLY IMPLEyCIITEO 

DURING World Mar II and then again during the Korean War as 
A neasure of broad oversight to review profits generated by 

THE WHOLESALE CONVERSION OF C O HC RCIAL ENTERPRISES INTO THE 
PRODUCTION OF WAR MATERIEL. It WAS CONCEIVED AS AN ECONQNIC 
SAFETY NET TO PROVIDE AN ORDERLY REVIEW OF TOTAL CORPORATE 
PROFITS WHICH MAY HAVE BEEN EXCESSIVELY INFLATED BY EXTRA- 
ORDINARY ECONOMIES OF SCALE OR OTHER CAUSES NOT PERCEIVED 
WHEN THE CONVERSION TO UNFAMILIAR DEFENSE PRODUCTION WAS 
UNDERTAKEN. _InJD1£S£. TWO WAR-TIME ENVIRONMENTS THE PROCESS 

served our country well. however^ today's environment is 
vastly different from those war periods for which renegotiation 
was originally designed. 

Today's defense industry is not made up of commercial 
enterprises converting on a forced draft basis to defense 

PRODUCTION. It> INSTEAD^ CONSISTS OF MANY COMPANIES WHO 
HAVE LONG AND BROAD EXPERIENCE IN THE DEFENSE BUSINESS^ IN 
ESSENCE/ DEFENSE SPECIALISTS. ThESE COMPANIES ARE KNOWLEDGEABLE 

of the defense procurement process, of the required monitoring 
procedures, of the asprs and other department of defense 
requirements. 

These contractors are rigorously monitored by the office 
OF Defense Contract Administration Services (DCAS) and the 
Defense Contract Audit Agency (DCAA). Since July of 1970 
defense contractors have also been subject to the requirements 
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OF THE Truth in Negotiations Act and its accompanying 
Certificate of Current Pricing on firm fixed price contracts. 
In July 1972 the basic structure of the new defense cost 
accounting standards system came into being with the required 
Contractors Disclosure Statement and the first two standards 
CAS-401 - Consistency in Estimating^ Accumulating and Reporting 
CosTS> AND CAS-402 - Consistency in Allocating Costs Incurred 
for the Same Purpose. Since that time> an additional eleven 
cost accounting standards have been issued for the defense 
INDUSTRY. These standards are intended to provide visibility^ 

TRACKABILITY^ ACCOUNTABILITY, CONSISTENCY OF APPLICATION 
AND ASSIGNMENT OF COSTS TO PROPER COST OBJECTIVES. ThESE 
STANDARDS ARE AIMED AT CORRECTING MANY OF THE REPORTED 
UNDERLYING PROBLEMS ASSOCIATED WITH DEFENSE PROCUREMENT DURING 
THE 1950 'S AND 1960'S. 

In assessing the performance of the current DEFENSE PROCURE- 
MENT MONITORING SYSTEM, WE BELIEVE IT IS INTERESTING TO NOTE THAT 

THE Annual Reports of the Renegotiation Board reveal that in 

THE period 1971 THROUGH 1975 THE BOARD REVIEWED RENEGOTIABLE 
SALES IN THE AMOUNT OF $172.6 BILLION ON WHICH RENEGOTIABLE 
PROFITS OF $^.3 BILLION HAD BEEN REALIZED. ExCESS PROFIT 
DETERMINATIONS WERE MADE IN THE AMOUNT OF $231 MILLION OR 
5Z OF REPORTED PROFITS. On AN AFTER TAX BASIS, THE NET 
REALIZED GAIN BY THE GOVERNMENT WAS $115 MILLION. ADJUSTMENTS 
OF $115 MILLION IN AFTER TAX PROFIT ON SALES OF $172.6 BILLION 



Digitized by 



Google 



121 



WOULD HARDLY SEEM TO SUPPORT THE CONNOTATION FREQUENTLY 
APPLIED TO THE TERM "EXCESSIVE PROFITS* IN THE DEFENSE INDUSTRY. 
It DOES SEEM TO SUGGEST THAT THE CURRENT DEFENSE CONTRACT 
MONITORING SYSTEM/ INDEED^ IS WORKING WELL. 

It should also be recognized that the contracts REVIEWED 

BY THE Board in the 1971-1975 period are completed contracts 

AND PROBABLY WERE NOT EXTENSIVELY SUBJECT TO THE REQUIREMENTS 

OF THE Truth in Negotiations Act^ the Certificate of Current 
Pricing and the Defense Cost Accounting Standards system. 
The full impact of these new procurement tools> legislated 
BY THE Congress^ is^ therefore^ not yet apparent in the 
most recently available data. 

We do not mean to imply that a saving of $115 million 
by our government over a five-year period is not a desirable 
accomplishment. however^ against this savings we must also 

CHARGE THE BoARD'S OPERATING EXPENSE OF $2^ MILLION AND THE 
ADDITIONAL ADMINISTRATIVE COST BURDEN OF THE DEFENSE INDUSTRY 
CAUSED BY THE RENEGOTIATION PROCESS. ThE FINANCIAL EXECUTIVES 

Institute has estimated that this additional cost burden may 

BE AS high as 1/20tH of 11 OF RENEGOTIABLE SALES. On $172.6 
billion of RENEGOTIABLE SALES THIS ADDITIONAL COST WOULD 
AMOUNT TO $86.3 MILLION WHICH, WHEN ADDED TO THE BoARD's 
OPERATING COST OF $24 MILLION, WOULD TOTAL $110 MILLION, 
ALMOST EQUAL TO THE SUPPOSED SAVINGS FROM THE RENEGOTIATION 
PROCESS. 
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In view of the current environment in the defense 
industry wh1ch> as we have noted^ is vastly different from 
the active war environments in which renegotiation was 
originally conceived^ we would like to recommend the 
following alternative courses for congressional action in 
the area of defense contract monitoring: 

1) Sponsor legislation which would extend the 
Renegotiation Act of 1951 but with the 
enforcement of the act suspended except in 
times of national emergency. during periods 
of peace^ prime responsibility for financial 
control and audit of defense contracts would 
reside with dcas and dcaa who would be applying 
to this responsibility the recently legislated 

MONITORING AIDS OF THE TrUTH IN NEGOTIATIONS 

AcT^ THE Certificate of Current Pricing^ the 
Contractors Disclosure Statement and the cost 
accounting standards system. 

Few people fully appreciate the wide range of 
activities of the Defense Contract Audit Agency 
(DCAA) which is a 3^000 man force of skilled 
professionals constantly engaged in detailed 
audits of all aspects of negotiation^ cost 
and performance on individually negotiated 
contracts^ before> during and after the periods 
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OF CONTRACT PERFORMANCE. ThE DCAA NOT ONLY 
AUDITS INDIVIDUAL CONTRACTS BUT ALSO DOES 
PERFORMANCE AUDITS OF OVERHEAD COST CENTERS 
MHICH UNDERLIE CONTRACT COSTS. DURING THE 

MONTHS OF January and February^ 1977 alone the 
dcaa undertook a functional audit of our ail 
Division's Computer Services Department and 
operational audits of ail's quality assurance 
Department and its cost estimating systems. 
By doing its job effectively^ the DCAA makes 

IT VIRTUALLY IMPOSSIBLE TO JUSTIFY ON THE BASIS 
OF ZERO-BASED BUDGETING THE CONTINUED ACTIVITY 

OF THE Renegotiation Board during periods of 

PEACE. 

2) For those who find our first alternative 

'"politically insensitive^'" we suggest legislation 

MHICH would simply EXTEND THE RENEGOTIATION ACT 

OF 1951 WITHOUT ALTERATION. UnDER THIS ALTERNATIVE^ 

prime monitoring responsibility for defense contracts 
would remain with dcas and dcaa but with the 
Renegotiation Board still in place to act in 
a role of broad oversight on a total corporate 
basis and to act if and when the statistical 
scatter of individual contract results might 
impact on individual contractors too favorably. 
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The current staff of the Board is capable of 
performing this function. additional staff to 
take on activities redundant to those now being 
done by others would make this alternative 
economically counterproductive. 

3) Sponsor legislation to extend the Renegotiation 
Act of 1951 in its current form for a five-year 
period> while at the same time establishing a 
Commission to objectively review and assess 
the renegotiation process and its relationship 
to the total procurement and monitoring environment. 

In particular^ this Commission would be able to 

REVIEW AN adequate SAMPLE OF DEFENSE CONTRACTS 
PERFORMED UNDER THE PREVIOUSLY MENTIONED^ NEWLY 
LEGISLATED CONTROL MECHANISMS AND ASSESS WHAT 
IMPACT THESE NEW MECHANISMS MIGHT HAVE ON THE 
NEED FOR CONTINUATION OF THE RENEGOTIATION 
PROCESS. 

We do not look upon H.R. 4082 as a viable alternative. 
We feel it is an expensive and redundant appI^oach to the 
effective but equitable auditing of defense contracts. 
During his recent campaign and in his first days in office> 
President Carter has stressed his desire to make government 
more efficient. his remarks have been enthusiastically 
endorsed by the american people. 
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In the case of defense contract nonitorinGj we firmly 

BELIEVE that EFFICIENCY IN GOVERNMENT CAN BEST BE SERVED BY 
GIVING THE PROFESSIONAL SKILLS^ THE RIGHT TOOLSj THE 
AUTHORITY AND THE MANDATE TO GET THE JOB DONE RIGHT TO THE 
FIRST LEVEL OF CONTRACT AUDIT AND NOT TO RELY INSTEAD ON A 
CUMBERSOME AND EXPENSIVE CONCEPT OF REDUNDANTLY AUDITING 
THE AUDITOR. 
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Mr. Mtnish. Mr. Fitzgerald, I have one point to make, and then we 
will recess. Let me assure you that President Carter in no way, in any- 
thing he said, either before or after the election, gave any indication 
that he is opposed to the renegotiation of the Minish bill. 

Mr. FnzGERALD. I am not commenting on that, sir. 

Mr. Minish. I say that, because someone may misinterpret what the 
President said. 

The meeting will be recessed for about 5 minutes. 



Mrs. Spellman [presiding]. The subcommittee will oome to order. 

I am sorry for the delay, but our lives are run by those bells. Like 
Pavlov's dogs, we start salivating when the bells ring. 

Mr. Fitzgerald, did you complete your testimony ? 

Mr. Fitzgerald. Yes. 

Mrs. Spellman. We will turn to Mr. Grassley for questions. 

Mr. Grassley. Thank you. 

Mr. Fitz^rald, I missed about half of your statement, but we 
reviewed it in advance. I appreciate your testimony. 

I gather you want the procurement and auditing agencies of the 
Government to handle the renegotiation process, rather than set up a 
separate renegotiation board. 

If this is true, I think you ought to be reminded that the proponents 
of this legislation say that renegotiation is needed despite all of these 
safeguards that have been set up bv Congress in recent years. 

Isn't it true, though, that a lot of these safeguards have only become 
operative since 1970, while most of the horror stories and the cases 
the Board is examining predate that time ? 

Mr. Fitzgerald. I think that is one of the central thenies of my testi- 
mony, in that many of the things that Congress has seen fit to bring 
into the defense procurement process did not begin to affect contract 
until after — applied to contracts — ^in one case after July of 1970, and 
in the other case July of 1972. 

I think most of the backlog or inventory of contracts that the Board 
has addressed itself to have not had very extensive exposure to these 
new concepts. In other words, they have come in either late in the 
contract, or have not been in there at all. 

Therefore, I think that in many ways the abuses which were— or 
alleged abuses — ^which they were concerned about have been responded 
to by these reforms and we haven't yet had a big enough sample of 
contracts examined that were imder these techniques to really deter- 
mine how well they are biting, and we think they are biting well and 
taking care of many of the situations that many of you are concerned 
about. 

Mr. Grassley. Then we have to add to that that since then a large 
number of these contracts have been negotiated in what would be call^ 
relative peacetime, compared to the 19W)'s. 

Mr. FiTzoERAij). Yes. 

Mr. Grassley. Why do you oppose having your profits analyzed by 
product line, and I am sure you testified to that point? 

Mr. FiTzoERAU). Well, one of the principal reasons is that I think 
there is a concept that a product line is in essence a minicompany, and 
that you can take a total corporate business and break it down by 



Digitized by 



Google 



divisioii, by product line, And by product. The fact of the matter is 
that most of us dent do that TVe record certain revenues and certain 
expenses by product line and division, but we don^t record all expenses, 
ncM* all assets involved, because what we are looking for are control 
tecdmiques and ratios which we can work against individual products 
and product lines. 

In order to come to the type of numbers that the Reneffotiaticm 
Board would be looking for, we would have to so through elaborate 
dissecting of our total corporation and assign all of those assets and 
all of those revenues and expenses to each individual item. It will in- 
crease the administrative cost of the defense contractor for complying 
with the requirements. 

There are also other problems in a corporation, where there is a 
large amount of business in one product line and not in another, how 
do you adjust out where various overheads are soaked up, whereas on 
a corporate basis you are dealing with the real world? 

On a division or product line oasis, you are dealing with your best 
attempt to make it a real world, but it isn't the real world, and it is 
en)ensive to construct 

Mr. Grassley. We have been ti^ng to press for a definition of prod- 
uct line here, to be included in this bill, but I think a comparable situa- 
tion is that Congress has been trying to get the Postal Service to get 
Sroduct line accoimting in the Postal Reorganization Act of 1970 and 
ongresswoman Pat Schroeder tried to get it done by amendment, by 
saying, "Do what we told you to do in 1970, to divide up your costs 
according to class 1, class 2, class 3 and class 4,'' and they say it cant 
be done. 

I think it is a little bit silly for us to expect to have that done in a 
more complicated area in the private sector, especially dealing, as I 
pointed out in my testimony yesterdajr, with du Pont, with so many 
different product lines they have for just selling nylon stockings to 
the Armed Services. 

Mr. Fitzgerald. Well, I think the thrust behind this is the feeling 
that it will reduce the examination of these mammoth corporations to 
more like companies of our size, and I think the gentleman who spoke 
for the small business communit]^ very accurately portrayed that, that 
we all divide our companies up iatfo divisions and product lines, too, 
and maybe you can reduce Rockwell and Boeing, and some of these, to 
five or six product lines, but we get reduced to the same numbers, and 
we still have the same differentials in size and the cost to do this in 
smaller impacts — ^the smaller you are, the heavier it impacts — and, of 
course, the small business community gets it worst of all. 

Mr. Grassley. What percentage of Cutler-Hammer sales are subject 
to be renegotiated ? 

Mr. FnzGERALD. Approximately one-third in the last 5 years have 
been under the act. 

Mr. Grassley. I never heard you say you were opposed to renego- 
tiation per se, and I assume that means in wartime. I would suggest to 
you that if the Renegotiation Board were to be abolished, what would 
you replace it with ? 

Mr. Fitzgerald. In a peacetime environment, I believe you have the 
DCAA, you have the DC AS, and if the Congress wants an independent 
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view of those ora&[nizations in the Department of Defense, they have 
their own GAO which in turn can audit the work they do. 

Mr. Grasslet. So we have 19 steps of the procurement process we go 
through now, and they have been beefed up in recent years. Now that 
those steps are just being fully implemented will, in your judgment, 
they provide more protection for the taxpayer? Because we all have to 
be concerned that the taxpayer is getting the most for their money. 

Mr. FrrzoERALD. I have no argument with the desirability and really 
the necessity of the Government auditing the process to msure itaelf 
that it is bemg properly billed for the work for which it contracts. To 
go back to my original premise, I think it is more efficient to ^ve the 
right tools to the ri^ht people with the right authority and tne man- 
date to get it done right the first time aroimd, rather than doing it 3 
or 4 years later. If you first do it right, you won't have to audit the 
auditor. 

Mr. Grasslet. My last question : People say the taxpayers are being 
ripped oflf by defense contractors, and 1 would like your comment on 
that assertion, and alon^ with it, do you agree with the various studies 
that indicate renegotiation is costing the taxpayer more than can ever 
reasonably be expected to be recovered through renegotiation ? 

Mr. FrrzoERALD. I dont believe if you reexamine the $172 billion 
worth of contracts and find a net aftertax adjustment in profit of $115 
million, that that would satisfy the criteria of h&ins ripped off. 

You are dealing with a matter of judgment ana what not, and the 
second part of your question was what, sir ? 

Mr. Grasslet. Well, do you agree with the various studies indicat- 
ing renegotiation is costing the taxpayers more than can ever reason- 
ably be expected to be recovered through renegotiation, and I am not 
talKing just about the cost to the taxpayer that is expended through 
the salaries for the Renegotiation Board and its staff ? 

Mr. FrrzoERALD. The annual report of the Benegotiation Board in- 
dicated on an aftertax basis from 1971 to 1975 that they took back 
$115 million net. That is aftertax numbers. Their costs are $24 million. 

Now, the Financial Executives Institute feels that the cost of the 
renegotiation process to the defense industry is approximately one- 
twentieth of 1 percent of renegotiated sales, and that volume would 
amount to about $85 million. You add the 85 to the 24, and you es- 
sentially have the same number that the review has cost you. 

Just to give you an indication is the number I quoted before* We have 
240 administrative people in our AIL division. We have 80 resident 
Grovemment auditors. 

So, for every administrative person, every eight administrative peo- 

Ele we have, we also have one resident Government auditor. Now, ttiey 
ave to be lookingat something. 
Mr. Grasslet. Thank you, MrJChairman. 
Mr. MiNisH [i " " 
to a question by J ^ ^ ^ ^ 

Boara with DCAA and GA'O. Isn't it a fact that those a^ncies ( 
have the authority to collect money from the contractor if it is proven 
that he has excess profits? 
Mr. FrrzoERAU). ijet me ask my expert, Mr. Waggoner here. 
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Mr. Waggoner. I believe any time that the DCAA and the DCSA, 
the administrative AGO finds a case in which the Oovemment was 
improperly charged, they are completely free to open negotiations with 
the contractor for the purpose of recovering any costs which were not 
properly chargeable to that contract. 

I oelieve the question here may be the question concerning a defini- 
tion of excess profits. 

Since that question has not been defined, or that definition at least 
is not available to me, I can only go on the basis of what the current 
facts say. But certainly in the current province of DCAA and DCAS, 
they have full monitoring capability, and they are doing so. 

I can assure you of that, because they are not only looking at the 
cost of the contracts, but they are looking at the cost of operations. 

When a man — when I have a letter from the resident DCAA asking 
for a detailed review of the computer facility, the manpower, the 
objectives, the utilization, or the listing of all reports and eveiv aspect 
of it. I can assure you that they have total accessibility to all of our 
records. 

Mr. MiNisH. Again, let me ask you the question. Do they have the 
authority to order you to return money considered excess profits? 

Mr. FrrzoERALD. Through the process of disallowance. 

Mr. Waggoxxer. Through the process of improper charges and 
violation of contract, yes, sir. 

Mr. MiKiSH. I am not talking about improper charges. Thank you 
very much. 

We are honored to have as our next witness the distinguished 
chairman of the House Committee on Grovemment Operations, Jack 
Brooks of Texas. 

Chairman Brooks has done outstanding work on renegotiation and 
is one of the foremost experts on this subject in the Congress of the 
United States. 

I also would say that the chairman worked on this when most 
Members in the Congress didn't think it was fashionable. 

Chairman Brooks, we are pleased you are with us today, and you 
may proceed, sir. 

STATEKENT OF HON. JACK BSOOKS, A SEPSESENTATIVE IN COH- 
OSESS FBOH THE STATE OF TEXAS AND CHAISHAN OF THE 
HOUSE COHMITTEE ON GOVEBNHENT OFEBATIONS 

Mr. Brooks. Thank you very much, Mr. Chairman, for inviting me 
to appear here today. 

I want to commend you and the subcommittee for your efforts to 
strengthen the Benegotiation Board and make it more effective. This 
legislation will help to do that. I supported it in the last Congress. 
R^retfuUy, it cleared only the House and not the Senate. 

lam pleased to be a cosponsor of it again this year. 

It is a pretty good indication that we are on the ri^ht track with 
this bill from the way that the defense industry and its friends, all 
the subcontractors, of course, are carrying on in opposition to it. They 
wouldn't be trying so hard to have the Board abolished if it were going 
to be the same old paper tiger that they have been dealing with all 
these years. The old paper, toothless tiger. 
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Now, there isn't much they have to worry about when they can 
lump the profits of all their products together so that the fat ones 
donx show. With all the exemptions they can take, it is easy to stay 
outside the whole renegotiation process. In most years, none of the 
100 largest defense contractors must renegotiate their profits. 

The odds are pretty good that you won't be touched at alL 

Now, even those that do have to go through the process don't usually 
find it too painful. A study by the Joint Committee on Internal Reve- 
nue Taxation a few years ago found that of 131 firms that were deter- 
mined to have pocketed excessive profits, and had to give some back, 
94 of those had after-refund profits of over 50 percent of net worth. 

Forty-nine of them made profits over 100 percent of net worth, and 
four made over 500-percent profit of their net worth. 

Now, that is after this terrible, mean, old, arbitrary Board had 
worked them over so badly. 

Now, that is like goin^ to the dentist expecting to have some teeth 
pulled and winding up m a massage parlor. [Laughter.] 

It should be a lot different imder H.E. 4082, the requirement for 
reporting profits by product line, the repeal of the oil and ^ wdl 
exemption, the narrowing of the commercial articles exemption, and 
the change in the methods of accounting should lead to much more 
accurate reporting of a contractor's profits. That is all going to help, 
but the real key to making theBoard more effective, in my opinion, is 
to jrive it the resources to make the best use of any broader authority. 

Fart of that can be accomplished through a better organization of 
the Board. I believe H.B. 4082 provides that. Making the Chairman 
the chief executive officer, providing the members with fixed tenos^ 

g'vinc the Board subpena power, these are bound to improve the 
3ard's performance. Giving the Board permanent status should aJso 
help, but I must admit I have some slight concern about that provision. 

The Board has had such a sorry record in the past that I would really 
prefer to see how it operates under these new conditions for a few 
years before granting it eternal life. 

A 5-year extension might be in order, with the understanding that 
if it does a good job it might well become permanent, and if it doesn't, 
goodby. 

An absolutely essential need, however, is to increase the size of the 
staff of the Senegotiation Board. I understand it is now down to some- 
where around 177, where just a few years ago we conducted oversight 
hearings in the Government Operations Committee and it was ^2. 
I thought that was too low. You just cannot handle 3,000 or 4,000 
filings totaling $40 billion each year with that few people. They fall 
further behind each year, and I understand that the backlog awaiting 
process is now around $90 billion, and because of the lack of staff, 
the great bulk of filings are never even assigned to a regional officer 
for processing. They are just passed over. 

So, besides enacting this kind of legislation, we need to follow up 
and be sure there is enough in the budget and appropriations bill to 
enable the Board to hire people it needs to properly do this job. 

I would like to make one more point. I understand you are being 
lusked to amend the bill to limit renegotiation to sole source contracts, 
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the idea being that if there has been competitive bidding on a contract 
the Government would not have to worry about profiteering. 

I would just like to tell vou about a couple of contracts that our 
C!ommittee on Government Operations looked into that were awarded 
in competitive bidding. 

In one, the company getting the contract bid $528 a unit for some 
5,500 mobile field radios. After the initial batch was delivered, the 
contract was simply amended^ and 5,500 more radios were sold at prices 
ranging from $570 to $870. in fact, the $628 bid that won the award 
was $150 below the actual cost of production to that company. It was 
simply a buy-in to get the contract, and nevertheless, it would tech- 
nically ^[ualify as a competitively awarded contract, and thereby escape 
renegotiation. 

Another contract we looked into for flight control communications 
eijuipment involved a rebid and a company that had been high the first 
time came in about $10 million lower and got the bid at around $78 
million. 

Then, through change orders and negotiations it jacked up the total 
price by $25 million. 

When tiiey reached a draw of $102 million, and still had not delivered 
a workable product, the contract was at long last, belatedly, but thank 
God, terminated. 

So with the ability to amend and change Grovemment contracts, the 
bidding process is no surefire protection against excess profits and no 
reason whatsoever to avoid renegotiation if you honestly want to pro- 
tect the public interest. 

Now, Mr. Chairman, I certainly support the right of manufacturers 
to make a reasonable profit on their Government contracts. The rene- 
gotiation process, however, should serve as a check on those few who 
would abuse the public treasury. With the appointment of Gt)odwin 
Chase and Hanj VanCleeve and Bill McQuillen as members of the 
Board, the President has indicated his intention to make the Board 
function once again. 

I hope you will reject eflforts to abolish the Board and instead will 
give it the tools it needs to become a meaningful and eflfective Govern- 
ment entity. 

I commend you for your eflforts. 

Mr. MiNiSH. Thank you, Mr. Chairman. Thank you very much for 
a very excellent statement. 

Mr. Annunzio? 

Mr. Annunzio. Mr. Chairman, I have no questions of my distin- 
guished colleague, but I want to commend him for his very forthright 
statement in his usual manner. He made a forthright statement, and I 
share many of his views, and I again want to congratulate you for 
appearing this afternoon, and I know of the tremendous job that you 
and your committee, Government Operations, have done in the past, 
and the great job that you are doing now in watehing the vast bu- 
reaucracy of ours, and the expertise that you have developed. 

I know that you know something about how to cateh a thief. So I 
appreciate your being here. 

Mr. Bbooks. Thai£ you. 
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Mr. Chairmaji, I must say that the work we have been able to ac- 
complish on the Government Operations Committee has been attrib- 
uted in large part to your sympathy in making possible the funds 
with which the Government Operations Committee works. If they cut 
all the money out of that, it won't be worth a damn, either. It will be 
just like the Renegotiation Board. 

Mr. Annunzio. I wanted to say that the corollary is there, be- 
cause in your statement you mentioned that if you are going to do the 
job you have to have a sufficient number of people. Two hundred and 
thirty-two cut to 177 just will not do the job, and when they are deal- 
ing with $40 billion it is necessary to have adequate staff. 

Mr. Brooks. And $90 billion in backlog. 

Mr. Annunzio. Sure, and people in mdustry deserve service. You 
can't just put these matters over from day to day, week in and week 
out, month in and month out. It costs a hell of a lot of money to do 
that. 

So your suggestions are worthwhile, and will be taken into consider- 
ation, and I really appreciate your being here. 

Mr. Brooks. Thank you. 

Mr. MiNisH. Mr. Chairman, I appreciate the delivering of that 
punch to Mr. Annunzio's solar plexus, but since there are two mem- 
bers of House Administration on this subcommittee, I felt it, too. 

Mr. Brooks. Mr. Minish, I had a little more trouble with you, bat I 
will get to you later. 

Mr. Minish. You had a mistake in your statement, and there are 
very few people who get to correct Jack Brooks. The backlog should 
be $150 billion. 

Mr. Broosis. I accept that correction, and thank you for updating 
my data. I have always tried to be conservative. 

[Laughter.] 

Mr. MiNi3H. Thank you. I think I will miss the next House Ad- 
ministration meeting. 

Mr. Grassley is recognized for 5 minutes. 

Mr. Grassley. Mr. Brooks, although I might disagree witli some of 
your premises today, I want you to know that in the 3 years I have 
been in Congress I appreciate how you fight for Confijess to play a 
dominant role in the constitutional process, and to stand up for its part 
of conserving freedom in America so that we don't turn our Grovem- 
ment into a dictatorship. 

I want to thank you for that work you have done. 

I want to say that — ^and I have noted that you say that big con- 
tractors get away with murder by allocating their ccxsts improperly. 
I would like 

Mr. Brooks. Not murder. I didnt say murder. They just beat the 
rap. 

Mr. Grassley. All right. 

Mr. Brooks. Some of them pocket the take, beat the tax, steal and 
cheat, but they don't murder, very often. [Laughter.] 

Murder comes under the State laws, and you know they get sticky. 
Sheriffs don't like that 

Mr. Grassley. Sir, that was in quotes, **murder." 
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Let me list for you, because I hope you arent unaware of them, 
aad I would like to take this opportunity to make you aware of them, 
some of the cost accounting standards that have been put into oper- 
ati<m in recent years that maybe are affecting contracts basically 
suhaequent to 1970, and a lot of this the Board hasn't delved into, 
so we dont know the full impact of it yet. 

But these cost accounting standards call for consistency in estimat- 
ing, accumulating and reporting costs, consistency in allocating costs 
incurred for the same purpose, aUocation of home office expense to 
aeffments, capitalization of tangible capital assets, accounting for un- 
alK>wable costs, cost accounting, standard costs for direct material 
uid direct labor, compensation for personal absences, depreciation of 
tangible assets, business units 

Mr. Bbooks. That is a real yummy one, particularly. 

Mr. Gbassley. All right. Business units. Accounting for acquisition 
of costs of material, i)ension costs, and finally, the cost of money. 

With a team of residential auditors in a plant, as Mr. Fitzgerald 
testified, do you believe your char^ are well taken in view of all the 
co6t-cutting reforms we have instituted? 

Mr. Brooks. I would say all my charges about major contractors 
beating the rap and not ever being called to task is an understatement. 
The accounting expertise of companies has nothing to do with their 
morals. The accoimting expertise may make it better and easier for 
them to hide costs, to move costs, to assimilate profits, and put them 
together, and accumulate them under a broad umbrella of products, 
and gives them maybe a better opportunity to show a reasonable profit 
across the board and not reflect unconscionable profits in individual 
product lines. 

I would say that I am a strong advocate of standardized accounting 
prad^ices. I think that is a word they don't like. Whenever everybody 
nas to figure on a general basis what apples and oranges are, most 
everybody could then decide whether they wanted to eat the seeds. 

But what I am saying is that that is not what they are shooting for. 
They are shooting forT)etter accounting practices within their own 
corporate structure, which is desirable from their point of view. 

Mr. Grasslet. Mr. Brooks, if you will let me interrupt you a minute, 
let me remind you that these are cost accounting standards instituted 
by the Cost Accounting Board. 

Mr. Brooks. They will be helpful in letting the Government audi- 
tors evaluate what contractors did in given circumstances. But that 
has nothing to do with their morals, or whether they are charging too 
much money. 

Mr. Grasslet. You are right. It may not have anything to do with 
anybody's morals 

Mr. Brooks. The Renegotiation Board might be able to do a better 
job if we have standardized accounting practices. 

Mr. Grasslet. One of the main points we are trying to make in 
questioning the need for the reestabiishment of a renegotiation board 
is the fact mat there have been many laws implemented in recent years, 
and even now tlieir full impact is just bediming to come into its prime 
to protect the taxpayer whether or not with all these additional things 
being done we need this one last process. 
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Mr. Brooks. I would say to my friend that certainly I think you da 
Better contracting processes will help individual corporate entities 
identify their pronts, their losses, and so forth. It will also allow the 
Oovemment to evaluate those same losses and profits, deductions, and 
so forth. 
Mr. Grasslet. Thank you very much. 

Mr. MiNisH. For 7 hours now I have heard how well and how effective 
the Cost Accounting Standards Board is. There are people here in 
the audience who foi^ht that Board tooth and nail when Mr. Gon- 
zalez brought it up. The record is clear for anyone who wants to see 
it) and I speak specifically to the members of the subcommittee. De- 
fuse contractors fought the cost accounting standard tooth and naiL 
Then they come here and say, ^^Well, we nave the cost accounting 
standards, we don't need renegotiation." 

It reminds me of some of the issues in my district when I first ran 
for Congress. Doctors said, ''Look at it; he is for medicare. That is 
socialism." But one year after that, they thought it was the mateet 
thinjpf in the world, and this is the same thing we are getting here. 

Mr. Brooks. You do agree with me that the quality of the accoimt- 
ing system has nothing to do with the morality of the people involved, 
doyounot? 
Mr.MixiSH. Yes. 
Mr. Brooks. Nothing whatsoever. 

Mr. MiNiSH. The gentlewoman from Maryland is recognized for 
5 minutes. 

Mrs. Spellhan. Mr. Chairman, I shall not take 5 minutes. I am 
due at a Housing and Commimity Development Subcommittee markup 
at this time, but I did not want to miss this opportunity to hear Chair- 
man Brooks, and I know that, when I go up^irs and tell them why 
I was late, they wiU all understand very well. 

I have a great deal of respect for the chairman, a great deal of 
respect for his ability and his advice, and I shall be taking it. 
Tliank you, Mr. Chairman. 
Mr.MixiBH. Thank you- 

Will Mr. Lyle, Mr. &arr, Mr. Hood, and Mr. Stewart oome to the 
witness table. ,^^ 

Gf^ntlemen. it is not the intent of the chairman of the subcommittee 
to stymie anyone-s testimcmy, and the proof is that everyone who asks 
has Seen given an opportunitv to present his views. Some one here last 
v«€r. There has not been that much of a change in the bill other than 
Incraising the e«mption for small business from $1 to $2 miJlMiL 
I am sure that I speak for the full committee in saying that we woald 
appre>ciate it if you could sumamrize your views and, if jrou wish, 
present vourfuUkatement for the record. 

Mr. Grasslet. Assuming there b not that much change, I tiope too 
have some respect for my position as ranking minoritv ™MAer that 
I was not on this subcommittee 2 years ago. So, I do fed like 1 haye 
to set a little more benefit out of these hearinijs and put the things m 
the boiling pot and let them stew for a little while. ^ . ^ _ , . _. 
Mr. MnasH. We are making progress. I did not think I cmM g^ 
that far. You were on the full committee last year. 
Mr. Lvle, you may proceed. 
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8IAIEMEIT OF J. K. LTLE» ntESIBEIT, KAncniAL SECUXITT 
mniBIBIAL ABSOGIAnOK (ISIA) 

Mr. Ltle. Mr. Chairman and members of the subcommittee, I am 
Vice Adm. Joseph M. Lyle, U.S. Xavy (retired), president of the 
Aadonal Security Industrial Association. 

XSIA is a special-purpose association of approximately 260 Ameri- 
can industrial and research companies of various types and sizes, rep- 
resenting all segments of defense industry in every part of the United 
States. Founded at the instance of James Forrestal, then Secretary of 
the Xavy and later the first Secretary of Defense, the association'^ 
essential role and purpose is to foster an effective working relation^p 
and good two-way communications between the Grovemment and the 
industnr which supports it, in the interest of national securitv. Our 
particular province is the business and technical aspects of the Glovem- 
ment-industry relationship, covering the fields of procurement, re- 
search and development, and logistics policy and procedures. One of 
our special concerns is tne maintenance of a healthy and competitive 
defei^ industrial base as a vital ccHnponent of national security. 

Mr. Chairman, I have a comprehensive statement giving NSlA's 
views on the need for and propriety of renegotiation under today's 
circumstances and on the provisions of H.R. 4082. It is an exceUent 
and very professional discussion and analysis of this complex subject 
from the mdustry point of view, representing many months of work 
by our Beneffotiation Subcommittee, and I commend it to the atten- 
tion of the subcommittee and the staff. To save the subcommittee's time. 
I propose to submit the statement for the record, and ffive you a briei 
oral summary of its main points, after which we wiU be pleased to 
re^ond to any questions on our statement the subcommittee may have. 

To be^n, our basic position is that renegotiation is an unneeded, in- 
appropriate, and uneconomic institution in peacetime, and therefore 
that the Renegotation Act should not be revived. 

Renegotiation is justified in wartime by: first, the need for fast 
action m the negotiation of contracts to meet the country's urgent 
need for military weapons and supplies; second, lack of knowledge 
and experience on the part of the thousands of Government buyers 
and negotiators newly mobilized and recruited from civilian life, and 
third, the moral principle that no one should profit unduly when the 
Nation's total resources are mobilized to insure the country's survival 
against an external enemy. 

These conditions, of course, do not applv today in peat^ime. The 
negotiation process itself is subject to careful control and scrutiny in 
law and in the Agencies' regulations, as well as to the forces of compe- 
tition in most cases. Government negotiators are Imowledgeable, ex- 
perienced, well-trained, vigilant and conscientious, fully capable of 
properly protecting the Government's interests in negotiation. In the 
face of these controls and checks and balances, we believo there is no 
valid moral issue in connection with profit under our free-enterprise 
system in peacetime. 

Another quite practical answer to the question of the need for rene- 
gotiation in today's circumstances is the fact that in the current polit- 
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We oppose product-line renegotiation because it would be an impos- 
sible task for the Board, and for industrjr an inequitable punitive 
measure financially, as well as an administrative nightmare. 

Standard Commercial Articles Exemption (and Services) 

H.R. 4082 proposes that the exemption be continued but with ma- 
terial changes, subject to a study of whether the exemption ultimately 
should be retained. We oppose the change. 

A basic requisite for eligibility for a standard commercial article, or 
services, is that the price shall not be in excess of the lowest price at 
which the article is sold in similar quantity for commercial use and 
that the claimed exempt Government sale be reasonably related in time 
to like commercial sales. 

As now proposed, three significant changes are made to the exemp- 
tion for standard commercial articles and services. First, the aHicles 
must be sold to conunercial sources — excluding all Government sales — 
to qualify (not as at present, nonrenegotiable Federal and commercial 
sources) ; second, the percentage for sales of each article has been in- 
creased to 76 percent from 55 percent; and third, the standard com- 
mercial services exemption has been eliminart^. 

It is our opinion that when 55 percent of an article — or service — 
is sold in the open market there exists a competitive situation. Under 
these circumstances, when the Grovemment receives as low, or a lower 
price, than on commercial sales, profits realized by a contractor could 
not be considered excessive. 

Furthermore, we are opposed to furnishing any cost and prici 
data once the concept of commerciality has been established. Si 
hifi-hlj confidential and proprietary information, if made public, could 
only jeopardize a company's competitive position. 

Another onerous amendment would eliminate the use of '*class of ar- 
ticles." The arguments given ignore the practical business fact that 
data needed to apply the exemption is often available only on a 
"class" basis. 

In our opinion, a reasonable case has not been made to justify the 
proposed changes in the present law. 

Mr. MiNiSH. Mr. Lyle, how much more do you have ? 

Mr. Lyle. About two more pages. 

Mr. MiNiSH. We are going to call a recess at this point, and will be 
back in 10 minutes. 

[Recess.] 

Mr. MiNiSH. I understood you had two more pages to go. Are you 
finished? 

Mr. Lyle. No, sir. 

Mt. Minish. Just finisdi your two pages. 

Mr. Lyle. All right. 

Mr. Chairman, 1 was on the subject of a standard commercial ex- 
emption, and I concluded that by saying, in our opinion, a reasonable 
case has not been made to justify the proposed changes in the present 
law. 

The emphasis should be on expanding the exemption and narrowing 
renegotiation to the truly unique defense procurement. 
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AUDIT PBOVISION 



The bill would amend section 105(e) ^2) of the act to require that 
every financial statement sirf>mitted ^all be verified by an audit per- 
formed by the Board or its authorized audit representative. We op- 
pose this provision. 

Our major concerns with this section of the bill are twofold — ^ne- 
cessity and cost — and they center on the requirement for audit of 
^^every" financial stat^ofient. It has not been demonstrated that an 
audit of every RB form 1 is either necessary or desirable. The exist- 
ing provision of the act giving the Board the right to audit as deemed 
necessary is all that is ne^ed. 

INTEREST 

H.R. 4082 changes the existing provision of the act that provides 
for the payment of interest from the 30th day after the date of an 
order, or from the date fixed by an agreement, to the day following 
the end of the fiscal year in which the excessive profits were realized. 
We are opposed to this change. 

We believe the proposed interest requirement is both inequitable 
and impractical. It is inequitable : first, to assume the contractor had 
obtained full payment for all the applicable contracts by the day fol- 
lowing his fiscal year; and second, to penalize contractors for the 
length of time it requires the Board to process filings. It is imprac- 
ticid because it assumes a contractor both knows its profits by fiscal 
yearend and can determine a (renegotiation liability with any exacti- 
tude when that liability does not yet exist. 

In addition to the above enumerated features, we are also opposed 
to the provisions of the bill relating to percentage-of -completion ac- 
counting, repeal of the oil and gas exemption, severe penalties for 
failure to file, subpena power for the Board, annual review by the 
GAO, agreements, reports to the Secretaries and consolidated renego- 
tiation. 

Mr. Chairman, on the positive side, we feel that if renegotiation is 
to be revived, which we do not favor, there are changes proposed in the 
bill which have merit. 

Specifically, we endorse the provisions aimed at strengthening the 
Board by fixing terms, designating the chief executive officer, and 
requiring bipartisan membership while at the same time reserving 
policy decisions to the full Board. 

We support the proposal relating to "false and misleading informa- 
tion," holding no brief for any contractor who knowingly furnishes 
materially false or misleading statements, information or data. We 
also agree with the raising of the statutory floor from the present $1 
million as recommended by the Commission on Government Pro- 
curement. 

We also, for the record, wish to call attention to NSIA proposals for 
improving the renegotiation process, if it must be revived, contained 
in our statement. These cover the standard commercial article exemp- 
tion, clarification of the relationship between the regulations of the 
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Rene^tiation Board and those of the Cost Accounting Standards 
Board, proposal for a "loss carryback" provision, appeal bonds, pe- 
riod renegotiation, "additional factors," conditional orders, exemp- 
tion for value engineering awards, materiality and confidentiality. 

We have also included m our statement two special sections. One 
is devoted to the particular needs and problems of small businesses* 
including recommended actions to lighten their paperwork and 
administrative burdens; the other to the computation of returns an 
capital employed and net worth, and the need for great care in selec- 
tion of consistent comparative standards in this area to avoid undue 
financial damage to small companies. 

Mr. Chairman, this completes my oral summary of our statement. 
We greatly appreciate the ojjportunity to present our views on this 
matter which is of such basic importance to the free enterprise system 
of this country and the health of our defense industry. 

Contrary to the premises of H.R. 4082, we believe that today's 
defense industry suffers from a severe inadequacy in real profits com- 
mensurate with the risks faced. This is evidenced by the fact that one- 
third of the renegotiation filings for the past severaJ years have shown 
overall losses, not profits, and also by the jaundiced view of the 
investment commumty of the investment potential for this segment 
of industry. 

Mr. Chairman, I would like to add a two-sentence postscript. 

I was impressed by Mr. Fitzgerald's approach. I thought it sen- 
sible and well thought out, and I want to leave with you the thought 
that we have a new Board, with what I perceive to be a very wle 
and energi^ic chairman. 

I would suggest that we mij^t give it a chance to perform tmder 
the existing law, not smother it with new provisions that it will find 
very difficult to execute. 

(Mr. Lyle's prepared statement, on behalf of the National Security 
Industrial Association, together with written questions sulHnitted by 
Chairman Minish in regards to the statement, with Mr. Lyle's an- 
swers, follows:] 



Digitized by 



Google 



141 



STATEMENT OF JOSEPH M. LYLE, PRESIDENT 

NATIONAL SECURIT7 IMDUSTRIAL ASSOCIATION 

BEFORE THE 

SUBOOHilTTEE ON (^NPIAL OVEPSlGHt AND RENE60TIATI0K 

OF THE COMMITTEE Or BANKIHC, FINANCE AND URBAN AFFAIRS 

U.S. HOUSt or REPBESOITATIVfS 

MARCH 30, 1977 

Mr. ChairMm and Mibirii of th« CoaBitt««: 

I apppttciat« this opportunity to appear in bahalf of the National Sacurity 
Industrial Association (NSIA) to prasant its views on tha naad for and propriety 
of renegotiation under today's circuBatancas , and on H.R. U082, a bill to revise and 
axtend the Renegotiation Act of 1951. 

NSIA ia a. special-purpose association of approximately 260 Anerican induatrial 
and research ceapaniaa of various typea and aizes, representing all segnenta of 
defense industry in every part of the United States. Founded at the instance of 
Jaaes Forrestal, then Secretary of the Navy and later the first Secretary of Defense, 
the Association's essential role and purpose is to foater an effective working 
relationship and good two-way coimunications between the Govemnent and the industry 
which si^ports it, in the interest of national security. 0\ir particular province 
is the business and technical aspects of the government -industry relationship, cover- 
ing the fielda of procurement, research and development and logistics policy and 
procedures. One of our special concerns is the maintenance of a healthy and cottpe'6i- 
tive defense industrial base as a vital component of national security. 
NSIA'S BASIC POSITION ON RENEGOTIATION 

Our basic position ia that renegotiation ia an un-needed, inappropriate and 
uneconomic institution in peacetime and therefore that the Renegotiation Act should 
not be revived. 

Renegotiation is justified in wartime by (1) the need for fast action in the 
negotiation of contracts to meet the country's urgent need for military weapons and 
supplies, (2) lack of knowledge and experience on the part of the thousands of 
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Soverment buyers and negotiators newly mobilized and recruited from civilian life, 
and (3) the moral principle that no one should profit unduly when, ttie nation's 
total resoiirces are mobilized to insure the country's sia^ival against an external 
eneay. These conditions, of course, do not apply today in peacetime. The negotia- 
tion process itself is subject to careful control and scrutiny in law and in the 
Agencies* regulations, as well as to the forces of competition in most cases. 
Government negotiators are knowledgeable, experienced, well-trained, vigilant and 
conscientious, fully capable of prc>perly protecting the government's interests in 
negotiation. In the face of these controls and checks and balances, we believe 
there is no valid moral issue in connection with profit under our free enterprise 
system in peacetime. 

Another quite practical measure of the need for renegot5.ation in today's 
circumstances is the fact that in the current political and economic environment 
defense-related profits, far from being excessive, are generally considered inadequate, 
particularly in the face of the attendant risks and uncertainties, to support a 
healthy defense industrial base as an essential national resource. This is borne 
out by recent studies by the Department of Defen&e and the views of the nation's 
financial and investment community. 

The Renegotiation Act and the Board's related regulations are extremely complex 
and technical, and impose a heavy burden on all business and particularly on small 
business. It is therefore costly to industry, in both time and money, 
likewise expensive to government, considering the costs of operations of the Board 
and its staff together with those of the related procurement, legal and audit agencies. 
It seems quite likely, taking all factors into account, that the total costs associated 
with renegotiation exceed the value of the excess profits returned to the Treasury 
and therefore that the process is an uneconomic exercise. 
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ReiMgotiation can penalize the efficient contractor and destroy his incentive 
to keep costs to a ■iniaun which leads to increased costs to the govemaent. 

Finally, renegotiation as now practiced iaproperly and unfairly discriainates 
against a particular segpent of industry doing business with the govemaent, sxib- 
jecting it to penalties not levied against industry in general. 

For all of the above reasons, we subait that renegotiation has outlived its 
need, umrva no useful national purpose or principle, is unnecessarily burdensoae 
and costly, and should therefore be abandoned as a peacetime practice. 
NSIA'S VIEWS OW H.R. U082 

Turning n6w to H.R. U082, in general we feel that a substantial eleaent of 
"overkill** peraeates aany of the provisions in the bill. If renegotiation is to be 
continued, the Renegotiation Board already has aaple authority to acconplish the 
original wartiae intent of Congress, naaely to prevent windfall profits at the expense 
of the taxpayer. In our opinion, the Bill unnecessarily adds to the complexity and 
cost of the renegotiation process, and also introduces several illogical and unfair 
provisions. 

Although NSIA does not agree in full with the recoaaendations contained in the 
report of last year by the Staff of the Joint Coonittee on Internal Revenue Taxation, 
in oia> opinion it was most unwise that the new bill largely disregarded many parts 
of the experienced counsel of that report. In addition, proposals for improving 
the renegotiation process, including some of the proposals in the Report of the 
Coaaission on Government Procurement, have been ignored in H.R. U082. 

In the following paragraphs, we set forth our specific views on the major 
provisions of H.R. 4082, and also some additional proposals for the Coonittee *s 
consideration . 
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OBJECTIONABLE PROVISIONS OF THE BILL 

1. TERMINATION DATE Sec. 2(a)* 

H.R. 4082 removes the termination date of the Renegotiation Act of 19S1 
thereby making the Renegotiation Board a permanent agency of the Federal Government. 
As indicated above, we are opposed to this change because in our view this war- 
time Act has outlived its original purpose, is un-needed, inappropriate and unecooo- 
mic in peacetime, and should be abandoned. 

If it is considered necessary to revive the Act, we wo\ild favor a 5-year 
extension to December 31, 1981, as recoonended by the Staff of the Joint Committee 
on Internal Revenue Taxation.** A five year extension would allow the Board ample 
time for planning and recruitment. In addition to allowing for a periodic legisla- 
tive review of the process, five years would provide Congress adeqxiate time to study 
and evaluate some of the more controversiail proposals for amending the Act. Prior 
to the adoption of any major changes, we would suggest formation of a group com- 
prised of government and industry representatives to evaluate and make reconnenda- 
tions regarding the renegotiation process. 

2. METHOD OF RENEGOTIATION ... "PRODUCT LINE RENEGOTIATION" Sec. 4(a)(2) 
H.R. 4082 proposes to discontinue "overall" renegotiation and make "product 

line" renegotiation mandatory for all contractors. 

Under current provisions of the law, the Board renegotiates the aggregate 
renegotiable sailes of a contractor, or a consol^.dated group of contractors, on an 
overall fiscal year basis. To the extent necessary, and as prescribed by regulation 
to carry out the provisions of the Act, the Board has the authority to obtain infor- 



* Unless otherwise indicated references are to H.R. 4082 
** See page 23 of Joint Committee Staff Report 
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■ation by typ«s of cootrActs, by division or subsidiaries, and by aajor product 
categories.* The Board then evaluates the total perfaraance of the contractor 
under the statutory factors to deteraiine whether, in its judgaent, excessive profits. 
were realized in the fiscal year \ander review on an averall basis. 

There is a aisconception that the saaller contractor who does business with 
the GovenaMnt has only one product line and is discriainated against because the 
offset concept benefits only the larger contractors. For exavple, one of our 
aeabers, with soae $10 aillion in renegotiable sales, aanufactures thousands of 
different products . We believe that aany of the **saall** contractors have aore • 
than one product line. 

Under the Internal Revenue Act aulti-line coapanies are entitled in certain 
conditions to be treated on a consolidated basis. If it is the Govemaent^s 
policy that they be treated that way for tax purposes, we feel it follows that 
they should be treated siailarly for renegotiation purposes. The current Act 
provides that the Board shall evaluate the operations of each division or subsidiary 
separately, but for deteraination purposes the high or low profits or the losses 
of the respective units shall be coabined to produce a single aggregate profit. 
The Board's final judgaent applies to that profit. 

The Bill disregards all previous Board experience and prior Congressional 
accept£mce of aggregate renegotiation, and provides the following: 

'•The Board shall renegotiate all contracts and subcontracts by division and 
by aajor product line within a division of the contractor or subcontractor" 
(eaphasis added)* 



* Act Sec. 105(e)(1); Part 1470 of regulations 
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The iiq>llcatlon, although not clear, seems to be that the Board should re- 
negotiate separately all contracts and subcontracts by division and by major 
product line within a division. If that is the intent, ve believe the Board Is 
being asked to undertake an impossible task. Many contractors have, literally, 
thousands of contracts covering many product lines. (The expression *'product 
line" is used loosely because the term has not yet been defined . ) 

Renegotiation irnder such a provision would becons a much longer, more dreim- 
out, and cumbersome process tiian It currently is. It would also make caaparlsons, 
as required by the Board's regulation,* a practical inposaibllity. There Is no. 
definition of either "product line" or "division.** Product "^C* to one conpaay 
could be product **T** to another. Some companies operate, through subsidiaries 
rather than divisions and others have neither. 

The effort to change the practice of over 30 years of analyzing aggregate 
sales and profits will result in higher administrative costs i^lch will tvanelate 
into either higher prices or a refusal to do business with the Govemmsnt. 
Under the existing practice, inadeqixate renegotiable profits or losses in one or 
more renegotiable areas are often, but not always, made up by profits la otiier 
renegotiable areas. 

To comply with the "product line" concept, a contractor will have to aake 
a separate RB Form 1 filing for each and every product line, no matter how largs or 
small, with all supporting data. Under the Board's current review proeese, after 



* RBR 1460 .*9 and RBR 1460.10 



Digitized by 



Google 



147 



an nsslgtirent. Its staff Is required to prepare an accounting report of the facta, 
and the contractor Is requested to confirm and/or correct the data asseobled. 
Subseqtwntly, the contractor Is given an opportunity to prepare and supply a 
statement under the statutory factors.* The preparation of . these reports and 
their review and checking is tins consuming and an expensive adsdnlstrativ* task 
for both industry and the Govemsttnt. (As an illustration' of cost, it Has been 
estiauited that a factor atatesMnt for a relatively saall coaipaay can cost $2S»000 
to prepare.) 

The frasDMtttation of tiie renegotiation process by product line vlll ttum 
not only necessitate the preparation and filing of a vast aaount of additional 
paper work by industry, it will also place the additional burden of review on the • 
Govern— nt. In torn, thla will escalate the effort required of the Board la th* 
preparation, revietw and checking of accounting raports aad statutory factor state* 
■enta. The coat of coeiplianee la difficult, probably inpoaaible, to aatlBate bat 
under this Bill, one thing ia certain, costs will "increase' 4alte aignlf icantly"** 
boti& for industry and for the Govemsent. 

At the risk of sons oirerii^llflcaElep, let us describa how the Board, 
generally, has handled cases - obviously not all cases but certainly the larger, 
■ore coat>licated ones. Originally, the Standard Form of Contraetora fteport for ' 
RenfigorlatloQ (RB Form 1) required by the Board called for financial data, la 
three lujtfr categories - "total company,** **nonrenegotiable*' and *'renegotleble;*' 



* RBR 1460 I<b> provide 1 that contractors will be given an opportunity to develop 
•and present whatever info rw«C Ion is available which they a,ay consider per- 
tinent to the deteonln^tlan. RBR 1472 J provides that contractOTE sr« entitled 
to aubodt, and in cases cleem^d Appropriate will be Invited iit an Appropriate 
stage to £ubalt a fltatenentr sectln^ forth such lafoTi»Clo!i as It may desire 
to have taken Into consideraclon under the factors preicrlbed In Sc^ctlon 103(e) 
of the Act and explaliied Iti Parts 1460 and 1490 of the Board's re julatlotw. 
11il« dociovnt Is geroerAlly referred to as the atatement of factora, statutory 
Iflctor itetement, or factor stateaent 

** E£n«£i>tlAti(^a Board Analysis of Cost Requirements **Rearinga ... Septeaiber 19 
•od 25, 1975" p. 796. * 
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the luttci- was to be subdivided into three or nx>re major contract type groupings - 
Firm Fixed Price, Cost Plus Fixed Fee (CPFF) , and "other." The "other" catcgory 
was to be supported by a schedule that might Include contract types such as ... 
"Incentive Fee," "Rede terminable," "Labor and Material" etc. If the Board thought 
there were indications of excessive profits, further information such as prodtict 
line data, would be requested but only in major categories. 

The RB Form 1 has recently been materially revised and If more thaa ona 
"other** type of contract is involved, a new supporting form is requested. The 
new requirements are far more onerous because the breakdown of cootract-typft 
data Is now - mandatory for all contractors even though the sales for a ^Iven 
category might be de minimus or show a loss . 

After assignment to the regional boards additional data probably would be 
requested, possibly Inclxidlng data on major prodxict lines. The Board's need 
for product line data. If necessary, should be to appraise the quality of 
the profits realized. A manufacturer's representative would not be 
expected to realize the same profit margin as a manufacturer of complicated 
electronic equipment. However, it generally Is misleading to compare companies 
for renegotiation purposes just because their tax returns indicate they have the 
same Standard Industrial Classification (SIC) code nusAjer. 

For example, let's assume a contractor has three major renegotlable product 
lines roughly equal In volxime and coBq>lexlty on which he realizes a loss In one 
category, a low profit in the second, and possibly excessive profits In the third. 
In Its consideration of such a case, the Board has in the past reduced the allegsd 
excessive profits by an amount sufficient to make up the loss in the first group 
.plus an amount that would bring that group up to a reasonable profit level. The 
possibly excessive profits are reduced again to bring the low profit In the second 
group up to a reasonable level. Finally, and only after the first two steps were 
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taken th« Board voutd look at the adjusced profit o! the third group that poaalbly 
mlsht have reallsad excessive profits. 

Having gona throu^ such process, axaadnlng the spokes of the %iheel, the 
Board would consider the aggregate, the total picture, and decide «4iether mxr 
ceaslve profits had been realised. Under such a procedure it is possible for 
the Board to reach a rational conclusion m» to whether a refund is Justified. He 
believe it is not the intent of the Govema»nt or the Congress to ask its suppliisrs 
of 8oods and services to perform at less than a reasonable overall profit. 

WSXK supports the Board's current procedure to secure a*aningful data better 
to understand the quality of a contractor's profits. The Board needs sound data 
froai the contractor before it can apply the statutory factors for the several 
types of products and contract types. 

Ikwwer, if "product line*' renegotiation becoaes a reality, a aalti-llne 
contractor suet be nore selective and ask irttether the business will be worth the 
effort. UlDder the aggre^te systea the contractor sd^t take the business but 
under the product line systea a reputable contractor would be unwise to accept 
sub-aerginal or loss contracts in a given product line. The question then 
arises, t4io will take the narginal contracts? The end result vill be either 
hi^ier prices or less coopetition, or both . . . certainly there will be less in- 
centive. 

If we wust have renegotiation, NSIA believes it should be conducted on an 
overall basis and peniit offsets and aggregating of profits. Otherwise, a coapany 
■i^t be required to aake a refund even though on its total defense business it 
realised very low profits or incurred a loss. To eaphasise, it would be possible 
under the Bill for a company to report a loss on its total renegotiable business 
and be required to sake a refund that would increase such loss. We believe such 
action against contractors would be unfair, inconsistent with general business 
practice and govemnent tax policy, and counter-productive in the Government's 

procureaent of high-quality products from reliable contractors. 

I 
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Thure are no data available, to our knowledge, on the number of "product lines*' 
involved in annual renegotiation filings. The Department of Defense presently 
reports over 10 million "procurement actions" annually.* Some companlea( have^ 
literally, hundreds of contracts with the Government for widely differing products 
and many for very small amounts. For a small company the cost of the additional 
paper work could very easily exceed any profit that conceivably coiad be made. 

The House Report ** offers as support for its position on product line re« 
negotiation, statistics on the results of renegotiating the "100 largest de£ense 
contractors." The claim is made that by aggregating sales^ these 100 contractors 
offset excessive profits on one product line by losses or low profits In another 
and thus discriminate against the small contractor whose renegotiable sales are 
confined to one product line. (The language of the House Report Is not specific 
and it should be understood that offset is permitted only among renegotiable product 
lines.) 

The "evidence" offered is that from 1966 to 1974, a period o"f tilne years, the 
Board found excessive profits in only 25*** cases of the "100 largest." This 
same "evidence" can just as easily prove quite conclusively that the 100 are, 
with very minor exceptions, working for the Goverxunent at less than a reasonable 
overall profit. (See the General Accounting Office report of March 17, 1971, 
"Defense Industry Profit Study.") 

Without any specific evidence, there is an assun^tion by proponents of "product 
line renegotiation" that the 100 largest defense contractors, over the years have 
indulged in the practice of taking Government work at a low profit or loss to - 
drive the small contractors out of business. This concept flies in the face of 



* Department of Defense, 1975 report of Military Prime Contract Awards, p. 44 
*♦ Report No. 94-699 p. 5 

*** Actually 25 is an exaggeration for the sams names are Included in more than 
one year. 
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reality as the small contractors could not qualify for many of the contracts 
awarded to the **100 largest'.*' Statistics reported by the Department of 
Defense for fiscal 1975 show ICffL of all nllltary prisM contracts were 
directly awarded to small business firms and approximately 39Z* of subcontract 
work was atwarded to such small business firms by large reporting contractors. 
This is evidence of the fact that most large contractors look to the small and 
medlvmi sired subcontractor in order to complete total systems requirements. 

In our view, unfairness arises not from overall renegotiation of "conglomerates", 
aggregating their profits and losses, but from the failure of the Board to give 
adequate consideration under the statutory factors to the special clrctimstances which 
escist when a smaller company with only a single product line has profits which 
"peak** in a particular year. It is not a case of the maltiproduct company having 
an advantage, rather it Is the Govemnent taking advantaga of a small contractor 
by ignoring his overall results covering the whole time of performance. 

3. MBIHOD OP BEHEGOTIATION; '*PERCENIAGE OP OOMPLETIOir' Sec. 4(aU2^ 

B. R. 4082 would prohibit the use of the percentage of completion msthod of 
accotmtlng. 

Section 103(f) of the Renegotiation Act of 1951 provides: ''Costs shall be 
determined in accordance with the method of accounting regularly employed ... but, 
... if the method so employed does not, in the opinion of the Board , properly 
reflect suidh costs, such costs shall be determined in accordance with such method 
as in the opinion of the Board, ... does properly reflect such costs.** The Board 
has inplemented the statute in its regulations .^^ 



* Department of Defense, 1975 report of Military Prime Contract Awards, p. 7 and 65. 



** RBR 1459.1(b) 
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From the foregoing it is abundantly clear that by law and by regulation Che 
Board has ample authority to change any method, of accounting used by a contractor 
to a different method if necessary clearly to reflect renegotiabla profits. 

In eliminating the percentage of completion method of accounting, tha Bill 
seems to suggest that those vho use the percentage of completion method choosa 
it in order to reflect their profits iiq>roperly. However, no evidence to 
support this proposal has been offered. We believe that if the in^actices 
suggested had been used widely by industry, the Board would have either exerclaad 
its statutory authority to require amended filings on a different baais or ra* 
quested necessary amending legislation. It is of even more significanca thai; the 
Treasury Department has not proposed the elimination of the percantaga of cookie- 
tlon method for Federal income tax purposes. 

Thia section of the Bill would require all contractors who now sMlntaia thalr 
financial and tax records on the percentage of completion to create and to 
maintain a further record under another method of accounting for renegotiation 
purposes - an expensive procedure in both time and money. Does the Government 
want further to increase costs to it and to industry by such a requirement? The 
justification offered for eliminating the percentage of completion method of 
accounting is that it is imprecise, inaccurate and subject to ru nip ula tlon. We 
do not believe this has been demonstrated or proven. If a contractor elects 
*'to play the nuaobers game" he can do it equally well under any method of aceouotlxig. 
There, is no evidence that the xiae of the percentage of completion method con- 
sistently applied, produced results less equitable than any other method. 

Percentage of coaq>letion is a generally accepted method of accounting 
acknowledged to be superior to many other methods in particular circumstances. It 
ia a method whereby sales and profits are recognized In the current accountins 
period, for that portion of the contractual effort accomplished during that period 
as, for example, research and development cost type contracts which, in snst 
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cnses, do not involve hardward deliveries. Prohibiting; the use of percentage of 
completion accounting %»ould require many contractor:* to report long tcrta contracts 
in the year of coopletion regardless of vhen the actual vork was acconplished and 
financially reported. Because renegotiation is conducted on an annual basis, 
great distortion can arise from reporting Multiple years* sales in one year. 
Below is shown a typical accounting approach for long-term contracts: 

Facts 
Contract pariod 4 years 

Contract price ^,800,000 

Estimated cost ^,320,000 

Sstinated profit $ 480,000 

PBBCEHTACE OF OOMPIZTIOW METHOD 





Year 1 


Tear 2 


Year 3 


Year 4 


Total 


Sales 


$1,100,000 


$1,300,000 


$1,300,000 


$1,100,000 


$4,800,000 


Cost 


880,000 


1,040,000 


1,040,000 


880,000 


3,840,000 


Groaa Profit 


220,000 


260,000 


260,000 


220,000 


960,000 


••G6A»« Expense 


110.000 


130.000 


130.000 


110.000 


480.000 


Profit (Loss) 


$ 110,000 


$ 130,000 


$ 130,000 


$ 110,000 


$ 480,000 


X 


10.01 


lO.OX 


10.01 


lO.OX 


10.01 



If the percentage of completion method is prohibited the example on a completed 
contract basis of accounting would be reported as follows: 

COWEIETED COWTRACT METHOD 
Year 1 Tear 2 Tear 3 

Sales 

Cost 

Gross Profit 



Tear 4 

$4,800,000 

3.840.000 

960,000 

110.000 



Total, 

$4,800,000 

3.840.000 

960,000 

480.000 



"GiA" Expense $ 110.000 S 130.000 $ 130.000 

Profit (Loss) ' ($110,000) ($130,000) ($130,000) $ 850,000 $ 480,000 

X • . V Loss Loss Loss 17. 7X 10. OX 
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Assuralng thrj product was the result oC a reasonably complicated manufacturing 
process, it is clear that under the percentayc of completion r;^tliod of accounting 
no excessive profits were realized in any of the four years. However* absent such 
method and assuming the contractor had just enough other renegotiable business on 
vhich the profits were sufficient to offset the losses of years 1, 2 and 3 
($370,000) it seems obvious that despite an overall reasonable profit there would 
be a determination of excessive profits in year 4. Assuming that a 101 profit 
rate was the maximum allowable, the determination in year 4 would be $370,000 
($850,000-$480,000).* This would mean that on an overall basis, after four years 
of effort the contractor would retain a pretax profit of $110,000 equivalent to a 
margin of 2.4%. ($850,000 less the $370,000 losses of years 1, 2 and 3 and less 
the determination of $370,000.) 

If the unit shipment basis were to be used, the following would result: • 
USIT SHIPMENT METHOD 



Sales 

Cost 

"G&A" Expense 

Profit (Loss) 

X 



Year 1 Year 2 Year 3 Year 4 Total 

$1,920,000 $2,880,000 $4,800,000 

1,536,000 2.304.000 3.840.000 

130,000 110,000 480,000 

$ 254,000 $ 466,000 $ 480,000 

13.2% 16.2% 10.01 



$110,000 $130,000 

($110,000) ($130,000) 

IjOSS Loss 

In this example, on the same basis as above and disregarding the lossea of 
years 1 and 2, a contractor could expect a clearance in year 3 as the nlnlaum 
refund of $80,000 would result in a retained profit margin (9%%) of less than 
the assumed reasonable 10%. However, in year 4 the determination would be $198,000 



* Za the escanples used the renegotiable sales and profits are adjusted by the 
anount of the determination which is the method used by the Board In Its 
^blic reporting and as required by its regulations. 
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leaving a prctar. profit of $268,000 equivalent to n pntar. c:«rgiu of 107, bu£ore 
considering the losses of $240,000 in yvzzi I and 2.* On an overall 4-yenc basis 
the pretax profit %iould amount to only $2=2,000, or 6.1% of adjusted aales. 
Under the conpleted contract and uni: shipment methods the deferral of 
expenses for the first two years i#ould only be appropriate in situationa in 
vhich only a few contracts are involved. In neither case would the profit re- 
tainedy either before or after Federal Inccae taxes, be worth the tiate, risk and 
effort of the contractor. 

In addition, we believe the language on long-term contracts Sec. 4(a)(2) 
could give rise to problems of material consequence. In essence. It conteo^lates 
that vecalpta under long- term contracts which provide for completed production 
units to be delivered or units of service to be rendered over a period of snra 
than oxie year, at a stated price provldad in the contract, shall be Included in 
the fiscal year (or other annual period determined by the Board) In which the 
unite are delivered or the service rendered or In the fiscal year In which the 
contract Is coaq>leted. A problem can be foreseen In that %ihile the contract may 
contain a stated price it may be subject to change, up or down, upon contract 
completion. How are the changes In price to be handled? 

Also the Bill provides that modifications or options for additional units or 
services shall not be treated as extending the period of performance but shall be 
treated as If the modifications or options were new contracts. (The Intent of 
this provision la not clear and we believe major clarification Is needed.) 

Many Incentive and other flexibly priced contracts are subject to price 
changes during and after performance and the price adjustment Is made to the total 



* Actually the losses of years 1 and 2 of $240,000 would be absorbed by the 
$254,000 profit of year 3 and there would be an insufficient consideration 
In year 4 of the efforts of years 1, 2, and 3. 
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contract price. To report such a contract as several contracts would pose 
difficult problems as to how sales values would be determined on the imaslQary 
contracts. The initial contract might be required to be reported for xeoftgotla- 
tion before the final contract price was known; or contract changes might affect 
both the original units as well as those added on. Compliance with Government 
regulation, in many cases, requires recording costs by contracts and the pro- 
posed language would require separate, and costly, accounting records on a 
completely different contract structure solely for renegotiation purposes. 

4. REPEAL OF THE OIL AND GAS WELL EXEMPTION Sec. 5(a) CD (2) 

H. R. 4082 distinguishes the wasting and depletable products of an oil or 
gas well from those of a mine or natural deposit or tinber without recogolslng 
the original concept of the exemption. 

Section 106 of the Renegotiation Act of 1951 provides for ai number of exemp- 
tions from renegotiation. The first group of exempt contracts, the Mandatory 
Exemptions, includes contracts for- the products of a mine, oil or gas well, or 
other mineral or natural deposit, or timber, which has not been processed, re- 
fined, or treated beyond the first form or state suitable for Industrial use. These 
exemptions of depletable or wasting products of nature were provided beeaus* of 
their nature and the valuation problems relating to determining their cost and value. 

Could the change be related to Irrelevant grounds '... boycotts , multi-national 
oil companies etc. (which existed then and now)? If these are the reasons, other 
no re appropriate laws should be amended or enacted to Implement corrective action. 
. The oil and gas well exemption should continue to stand along with like items 
until Congress decides the original concept was wrong. If It Is decided that a 



Digitized by 



Google 



chniisc is rtquLnd Cor 8M>d koamii then the •ntire concufit hIimiU I« elialoaLod, 
including the •xcaption of agrieultaral products. 

5. STAjip^RB OOHHERCIAL AitTICLE5__EXi;?iFriQK £AWD SERVICES) Sefc. SCbV 

M. R. 4082 provides thet the cooHMrcial articles exeaptions be contlnoed but 
with aeterlal changes , subject to a study of whether the renalnder of tho exea^ 
tlons ultlaately should be retained et ell. 

The exeaption froa renegotiation of sales of stenderd cooHMrcial articles 
originated with the Revenue Act of 1943 (P.L. 235 » 78th Cong. 2d Seas.) which 
provided a peraiaalve eaBsaption which the Secretary of the Departaent Involved 
could invoke if it appeared there wes sufficient conpetition involving the article. 

The basis for the standard coimercial article exeaption is later set forth 
again in the report of the Senate Coaaittee on Vineaee (1954) S Rapt. 643. 83d Cong. 4, 
to a cc oap eny H. E. 6287: 

"The Coaaittee believes ... there is no hesis or need for renegotiation since 
cost and pricing experienca have already been acquired and prices aade in a cosi- 
petltive aazket." Later, for tbe aaas reesons, the Coaaittee added the section ' 
providing for the exemption of standard conaercial services. 

The language and intent of the Bill is tmclear. Is the study to be confined 
to ell articles exempted or all articles that aight be exempted? And ^rfiat of the 
manufacturer ^o meets all the tests but the 55X (75X) ; are his selee and profits 
to be pert of the study? What about the aenufacturer who does not use the 
exeaption?* 

We do not believe a burden ■ owe and expensive study of cost and pricing data 
is either needed or pertinent. A requisite for qualification for a standard ' 



* The Act provides that contractors may valve the exeaption of coonerciel articles 
or Aarvices hut th« Bill repeals Section 106(e) (5) Waiver of Exeaption. Such 
action vonW force cfmtrjcEots to use or apply for the exeaption which would 
create the pttd far substautldl and extensive record keeping. This would be an 
added cost to al contract^^rv but particularly to small business which might 
qualify for the exeaption. 
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conmicrctal article is that the price shall not be in excess of the lox^est price 
at which the article is sold in similar quantity for commercial use and that the 
claimed exempt Government sale be re as a » abl y re 1 .i t c d la tl ™ to like comercial 
sales. Our membership is opposed to furnishing any cost and pricing data on 
products once the commerciality test has been met. Such highly confidential and 
proprietary information, if made public, could only jeopardize a company's 
competitive position.* 

When the Government receives an equal, or lower price, in comparable circum- 
stances to a commercial sale in the manner prescribed by the provisions of the 
present law and regulations, there is no way, in our opinion, that excess prpflts 
could be realized by a contractor. 

As written, three significant changes are made to the exemption for standard 
comnerclal articles and services. First ... the articles must be sold to coanerclal 
sources (excluding sales to all "unnamed" departments) to qualify (not as at 
present, non- re negotiable Federal and connercial sources); second ... the per- 
centage for sales of each article has been increased to 751 from 551; and third ... 
the standard commercial services exemption has been eliminated. When 55X of an 
article (or service) is sold In the open market under the conditions and restraints 
of the present; law and regulations, even If the non-covered Federal agencies are 
not excluded, you have a competitive situation. 

Prior to the 551 rule, the law provided that sales of 35X In the open market 
liere .adequate to determine the existence of competition. (A major reason for the 
Increase from 35% to 55X was to recognize that .non-renegotlable Federal business 
was Included In the test.) 



* Under Gpv«miicDt policy and regulation when specified commerciality teats are 
■et cost and pt icing data are not required. This procedure Is also followed 
by the Cost Accounting Standards Board. Thus, the Bill Is Inconsistent with 
the federal procurement process. 
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The coancrciality test must be net each yenr sc chat a product proven to b 
cocraerclal one year may be deemed non- commercial the next. Products vhlch over 
a program life, may be 90X -conmcrcial may not meet this 55% test in a given year. 
We believe this inequity in the present Act should in itself preclude raising the 
55X threshold. (An exaaq>le would be spark plugs for aircraft engines vhlch are 
stocked to meet Government demands.) 

The hearings and reports are largely silent on the standard connerclal 
services exemption except vhen they are Jointly referred to with standard commercial 
articles. Exploration of problems, rationale, and criticisms invariably dealt with 
articles and not services. The study provided In the Bill only seeks recommenda- 
tions on stax«dard commercial articles and durable productive equipment. In the 
Bill, services are not even subjected to either the more stringent 75X requlrenmnt 
or the noncovered Government agencies modification. Thus the standard commercial 
services exemption is swept away and repealed without any explanation or required 
study. Self application of the exeo^tlon by a contractor has not been permitted 
for the standard commercial services exemptions. In contrast, prior application to 
die Board for approval, acconq>anled by a certificate that can subject the contractor 
to criminal penalties for furnishing false information, has been required for the 
services exeiiq>tlon. Was repealing the "services" exeaqttion an oversight? 
Standard Commercial Class of Articles Exemption (and Services ): 

Another amendment would eliminate from the scope of the exemption "An article 
in a standard connerclal class of articles" as well as a "like service." For 
practical purposes this would mean that the only exempt articles would be those 
falling within a very narrowly defined category. In its regulations, and 
conoHialcatlons with contractors the Board clearly states the term "Article"* 
will be given a very narrow interpretation. 



* RBR 1467.47 
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The argument for the repeal of the class articles and services exemptions 
suggests that the contractor contrives to create u class of large sale consnercinl 
articles within which it can. hide high profit on othexvise renegotiable sales or that 
the contractor takes advantage of the **like kind" criteria and includes items that 
it sells solely to the Government in a class along with really unlike connercial 
items. Both the classes of articles and services require prior filing of applica- 
tions and certificates with the Board and required the Board's approval, the 
regulations state it is the duty of the contractor to furnish "any other Informa- 
tion, records or data which are determined by the Board to be necessary to carry 
out its responsibilities ..."* 

Furthermore, items previously exempted as part of a class could now be exeiq>ted 
only as an Individual article. To qualify would require a tremendotia anouat of 
paper work since a class may (and often does) contain numerous individual articles. 
The present Classes of Articles exen^tion allows for the grouping of similar 
products once they meet specified criteria as contained In the Act. This long- 
standing provision In the present Act recognizes that the detailed record keeping 
to qualify for the commercial exemption on strictly a product by product basis 
could be extremely burdensome and, therefore, prevent many conqianies. In particular 
small businesses, from exercising their privilege of excluding truly coonercial 
products from renegotiation. 

Under the Act, sales to the General Services Administration (CSA) are subject 
to renegotiation. As a matter of purchasing policy, GSA obtains, after widespread 
advertisement, competitive bids on a great variety of commercial products and 
services. The contracts generally provide for discounts from the prices offered 
eommerclal buyers for like quantities and conditions. The prices are available to 
All Government agencies with no guarantee by the Government that any purchases will 



* UR 1467-56 
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be nadc although the contractor aust stand ready to deltver. Uo belUva this type 
of sale wmmtB the tests of cooRierciality and coai|K*t leion And should be cxeapted 
from the Act. 

The proponents of repealing the Cosnercial exeaptlon cite potential abuses as 
their reasoning. As a safeguard against potential abuse, the Board's regulations 
presently require that exhaustive data be prepared and fumUhed to the Board for 
their review and approval. If necessary, stricter enforcesient of the present 
Act should be the remedy, rather than an outright repeal irhich would impact all 
businesses which utilize this exemption. 

The arguments given Ignore the practical business reasons underlying the 
existence of the exemptions and, without study, suggest the Board has not fulfilled 
its responsibilities. The result will be that a substantial nxnaber of presently 
exempt sales will become renegotlable without any change In the conditions that led 
to their prior exemption. 

Any legislative cotxslderatlon of the exemption should be directed at removing 
inequities In the present scheme. For Instance, rental Income derived from a 
product which, if sold, would qualify as a standard commercial article, or class of 
articles, does not qualify for the exen^tlon, according to the Renegotiation Board, 
because only the word "sales" is Incltided In the statutory provision. The statute 
should be amended to make clear that it applies to manufacturers who lease as well 
as sell standard coonerclal products. 

In summary, we believe the changes in the commercial exemptions as set forth in 
the Bill are poorly conceived and could serve to diminish the Incentive of companies 
to participate In Government business, particularly those engaged principally In 
coonercial business. Vast amounts of Government procurement Involve standard 
commercial goods and services. In our opinion, the emphasis should be to expand the 
exemption and to narrow renegotiation to the truly unique procurements. 
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6. PENALTIES FOR FAILURE TO FILE Sec. 7(a)(3 ) 

H. R. 40S2 proposes a penalty of $100 each day, with a maximum of $100,000, 
for persons who knowingly fail to file any statement, information, records or data 
with the Board by the required date. 

The Board has provided the House Committee with data which indicate that only 
38X* of the statutory filings had been received on a timely basis. This conclusion 
was based on a survey of 2441 filings out of a total of 3586 filings completed for 
1974.* There was no indication whether the filings were late by a day, a month, 
or a year. 

We believe that the penalty is unduly harsh and open-ended In applying It to 
"any statement. Information, records or data." It has the Impact of subpoena powers 
without legislative subpoena authorization. 

Calendar year corporate tax returns are due March 15 of the following year and 
estlnatas of current taxable Income are due April 15. During the same parlod 
those coiq>anles have been closing their books, preparing their annual reports to 
stockholders, preparing and filing 10-K*s with the Securities and Exchange Comsls- 
slon, and In many cases preparing for their annual meetings. 

Contractors* filings are due on or before the first day of the fifth calendar 
■onth following the close of their fiscal years. However, If a contractor has been 
granted an extension for filing its Federal tax return to June 15 or September 15 
(In the case of calendar year contractors) the due date for filing with the Board 
nay be deferred from May 1 to June 30 or September 30.** In addition, contractors 
vho have filed for the Conmercial Exemption for services or classes or the 
•tock items exemption are not permitted to make their filings with the Board until 
a p«riod of time after the Board has acted on such applications.*** 



♦ **Haarlngs ..." June/July 1975 Page 350 

•♦ UR 1470.3(d)(2) & (3) 

•*• UR 1467.45(C): RBR 1470. 3(i) and (b) 
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He are unaware of the extent of untiaely filings attributable 
to filings for Coaaercial Exeaptions, but assuae they would be sub- 
stantial in nuaber. He assuae a filing is not deeaed untiaely if 
an extension for filing Federal tax returns was involved and the 
filing was aade within the IS day period allowed. However, we are 
not convinced the data available justifies the penalty proposed. 

As evidenced in the Board's Annual Reports there has been a 
substantial escalation in the backlog of contractor filings. This 
backlog can not be attributed to alledged contractor late filing when 
the total staff at headquarters averaged 109 people. 

In view of the number of financial aatters and problems facing 
business during the early months of the new fiscal year, and because 
this work falls on a limited number of employees, we suggest that 
Section 105(e)(1) of the Act be amended to extend the time for filing 
the Standard Form of Contractor's Report to the first day of the sixth 
month following the close of the fiscal year; and the same date for 
the Commercial Exemption and the Stock Item exemption. Such action 
would, in no way, increase the work or backlog of the Board but would 
be of help to industry. 

That having been done we would endorse a change in the law pro- 
viding reasonable penalties*for knowingly failing to file the RB Form 1 
or knowingly subaitting false inforaation. Our endorsement is pre- 
dicted on the assumption that the Board would be reasonable in granting 
extensions for cause when requested in writing. 



* The present Act Section 10S(e)(l) provides on conviction, penalties 
of not more than $10,000 or iaprisonaent for not aore than one year 
or both, for any person who willfully or knowingly furnishes false 
or aisleading information to the Board. 
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7. INTEREST Sec. 8(a)(2) 

H. R. •♦082 changes the existing provision of the Act that provides 
for the payment of interest from the 30th day after the date of an 
order, or from the date fixed for repayment on agreement, to the day 
following the end of the fiscal year in which the excessive profits 
were realized. 

A reason given for the change is "Since present staff limitations 
of the Renegotiation Board require a three-to-four year delay in 
determining excessive profits, the effect is that a contractor has the 
free use of excessive profits during that three-to-four year period."* 

We believe the interest requirement is both inequitable and im- 
practical. It is inequitable (1) to assume the contractor had obtained 
full payment for all the applicable contracts by the day following 
his fiscal year; (2) to penalize contractors for the length of time 
it requires the Board to process filings; and, (3) to require interest 
on an undeterminable "debt." It is impractical because it assumes 
a contractor both knows its profits by fiscal year-end and can determine 
a renegotiation liability with some exactitude. Renegotiation is not 
an annual routine procedure similar to Federal income taxes that can 
be projected with sufficient accuracy to permit prepayment to minimize 
interest and penalties. Quite to the contrary, a renegotiation deter- 
mination is a subjective judgment on the basis of the statutory factors 
after, as its name implies, negotiation. 



House Report No. 914-699 p. 15 
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1i« telltv* tlM interest provisiott of the pt««€at Act should be uaehaaasd. lis 
would usleosM « shortsuint of tho tOBOSotiatiott process in order thet the Co^irnasnt 
obtsin its due in those cases whsA excessive profits are properly determined and 
industry mould be aware of its financial position. 

8. ^tmPOEIUl POWER 5*c ■ IPC*) 

The Bill mould grant subpoena powers to the Board and its regional boards. 

The present Act does not provide subpoena power and, in our opinion, the need 
for such power has not been demonstrated. It oould be ipis-used by the Board 
to force the supplying of information not necessary or relevant to a renegotia-. 
tion proceeding. 

If the Board has reason to believe a contractor is not fiimishing requested data 
required properly to enalyse a case and make a reasoned determination, it can always 
resolve any doubts against the contractor and make its determination in the li^t 
of such resolve. If the Board has drawn improper conclusions, the contractor 
will soon put its case before the Board - or the Court of Claims. 

It is important to remsmber the authority to issue a unilateral order is an 
awesome one and can be nullified only by the Court of Claims. Providing the Board 
end the regional boards with subpoena power is subject to abuse, and ie 
not necessary to the proper functioning of the Board; we urge it be dropped. 

9. AUDIT PBOVI8I0M Sec. 10(M 

The House bill would amend Section 105(e)(2) of the Act to read in part as 

follows: "Every financial ststesmnt submitted pursuant to paragreph (1) shall be 

verified by an audit* performed by the Board or its amthorised eudit represente- 
tive.** (emphasis added). 



* Audit is defined in the Fifth Edition - A Dictiooary For Accountants by 
Eric L. Kohler. The definition is too long to include herein. 
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The Board, from its Inception, has had conq>lete authority to investigate the 
validity of any and all financial and other data filed vith it, as veil as the 
right to request examination and audit services of the Internal Revenue Service. 
In addition, the Department of Justice utilises the services of the Federal Bureau 
of Investigation to make an audit of material filed by contractors in those cases 
appealed to the Court of Claims. 

Filings are reviewed and studied by trained Board accountants and in cases of 
doubt the filings are referred to the regional boards for more detailed study and 
analysis. In both fiscal 1974 and 1975, only 15 such referrals were made from 
3,586 and 2,545 "screenings" which hardly could be deemed to be evidence of wide- 
spread indications of faulty filings. The staff assigned to the ^regional boards 
examines the filing; requests additional information and data; meets with the 
contractor; endeavors to resolve disputes, if any, of fact, law or accounting; 
performs an on-site audit at the contractor's plant; prepares an accounting report 
sometimes of considerable length and obtains contractor concurrence (unless a 
clearance reconnendation is proposed) ; prepares a Renegotiation Report recommending 
the amount of excessive profits, if any; meets with the contractor and endeavors 
mutually to agree on a determination, or a clearance.* These procedures are 
repeated at the statutory board to the extent that the Board's staff deems necessary 
in the course of making an 'Independent study" and evaluation of all Class A filings, 
all disputed Class B filings previously assigned and any other filings the Board 
elects to review. 

Our major concerns with the Bill are two fold - necessity and cost - which 
center on the requirement for audit of "every" financial statement.** To our 



* Selected filings, generally those with substantial renegotiable sales, are 
often tfent to the Regional Boards for study of certain specified matters and 
do not go through the detailed, lengthy steps here described. 

** The Board's regulations (RBR 1470.3) state that the form of financial statement 
required is that set forth in the RB Form 1. Contractors whose renegotiable 
sales are less than the statutory floor may file a statement of non- applicability, 
RB Form 90. 
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kMwUdtB it h— wt hmn UmwiMttmtmd that m audit of awry U Fox* 1 la althar 
nacaaaaxy or daairabla. Hm aubjact of audit waa aat aantiooad in tha Joint 
fn—fttaa Staff raport. Hm data in tha Bouaa raport concamint accoimtins adjtiat- 
■anta eriginatad in tha Hay 9, 1973 Gaaaral Accoimtins Offica raport on **Tha 
Oparationa and Activitiaa of tha Ranatotiation Board.*** In raaponaa to tha GAO 
ro—ant on thaaa adjnatiMnta tha Board atransthanad tha acraaning raquiraaenta and 
GAO ram— indid; aa lactivaW aaaign filinga ... to inaura ... contractora ara not 
aacapint axcaaai^pa profit datarainationa. Tha GAO did not nrn— nrwl audit of avary 
filing in thair raport. 

At tha Juna 5, 1975 haaring Mr. Richard W. Gutann, Ganaral Accounting Office, 
taatifiad, aa tha Housa raport ahows, "thara ara a cartaia nuabar of audita ... 
I thliik Uiey cmild be better ... I think there could be aora of then ."** {aaphaiie 
added). His tastiaony calls for acre and aore intensi^pa audits by tha staffs of 
the Regional Boards, not audits of every RB Fora 1. 

The quotation froa Conptroller General Elaer Staats in the House report*** is 
taken froa his letter of October 30, 1975 in which he indicates the GAO under- 
stands that the House Conaittee "aay oait" the audit provision in the bill. The 
concluding sentence on this subject in the Conptroller General's letter states - 
"Thus, we would urge the Coaaittee to include a requireaent for audit adeq\iate to 
verify, on a test basis , the reasonableness of tha subaissions to the Board." 
The recoaaendation for "tests" is consistent with the published guidance for 
exaainations by Govamaental Auditora, independent public accountants and others 
in the "Standard for Audit of Govamaental Organizations, Prograas, Activities & 
Functions," prepared by the Conptroller General of the United States. The aore 
recent GAO report of Deceaber 31, 1975 on Renegotiation Board activities, "Cauaaa 
of Excesaive Profits on Defense and Space Contracts," does not contain an audit 

recooaanda t ion . 

* GAO Report B- 163520 dated May 5, 1973 

** House Subcomittee Hearings, June 5, 1975, p. 77 

*** HR 94-699 p. 17 
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The above public reports, correspondence end teetlaony of the Govrnint'e 
highest auditing authority certainly do not support or justify the proposal to 
audit every filing. 

There are several other circumstances which negate the necessity for audits 
of every filing. For exasiple, the Board requires the suboiission of published 
annual reports, audit reports by independent accountants and information concerning 
IRS examinations of Federal Income tax returns with each RB Form 1; and many con- 
tractors realized losses or ^ minimus profits while others filed RB Forms 90 
(renegotlable sales under the floor) . 

This comprehensive information eliminates the necessity for an audit of a 
significant number of the RB Forms 1. The December 31, 1975 GAO report points this 
out in part when It notes "Most of the 526 contractors (74% had renegotlable 
business between 51% and 100% of total sales) against which tha Board made deter- 
minations were prime contractors which had annual sales under $10 million and which 
did most of their business with the Government." In summary, the Board has adequate 
controls via IRS and other Independent audit reports in the case of all contractors 
whose business is largely with the Government. 

In Its annual reports for the fiscal years 1972 through 1975 the Board re- 
ported that of a total of 12,847 non- agent contractors it had screened, 4,402 
showed losses, not Including those whose filings would be converted to losses 
because of loss carry- forwards from prior years. Obviously, all of these loss 
filings, that represent 34.3% of total filings, don't need auditing. 

The record is totally barren ma to ^at the total costs to the Government and 
industry for the proposed audit would or could be. (We cannot accept the House 
Committee's reported statement that "The only additional cost the Government would 
incur involves the increase of the Chairman of the Renegotiation Board's compensa- 
tion from Level V to Level IV*' for, aside from costs for aydlt and other new 
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ditloBAl n^olXMHAts* Um fnilttee'a «f ta in t •vm owr looks its own findins 
at dM Board's saploTasnt coll ins bo incroosod fro* 200 to 285 or 290). Mo 
dors t sod thst no survoys wero nsdo to oscortsin o^pon spproxiastlons of tho sddi- 
onol audit cost. Ha ara, howavar, convincad that tha additional costs to 
rvanMsnt and industry of an audit of ovary filing would ba substantial. It oust 
kopt in Blind that othar provisions in H. R, 4082 auch as sagnant ranagotiation 
d changaa in, or aliadnations of, praaant axaaptions will aatarially incraasa 
m niad>ar of annual filings that have approxiaatad 6100 in racant yaars. Mo do 
<t rocooBand a cost survay ba undartakan for evsn whan wall dona, it would neraly 
dicata a larga cost astimsta, a substantial portion of which would raprasant 
ditional costs for unnacassary work. In our opinion, tha averv filing audit 
quiranant is not a reasonable reaction to tha quality of the work of the Board 
d its staff or to tha integrity of American industry. The provision of tha present Act 
ving right to audit by the Board is all that is needed. 

10. AHNOAL REVIEW BY THE GENERAL ACCOUWTIWG OFFICE Sec. 10(d) 

Tha Bill has added a requirement to Section 107(h), of the present Act, that 
ha General Accoimting Office shall condxict an annual review of the activities and 
orations of the Board and submit a report on sxich review to the Congress." 

In 1956 Congress added Section 114 to the Act that requires the Board to submit 
. annual report to the Congress. He are unaware of any reason that would suggest 
a Board's reports are Inadequate or that they require supplementation. 

The General Accounting Office furnished the Congress with two reports on the re- 
gotiation process, one dated May 9, 1973 and another December 31, 1975. On request, 
a GAO has recently supplied letter reports to Congressional Committees on specific 
negotiation matters; for exanple, that of September 18, 1975 on H. R. 9534 and 
lat of October 30, 1975 concerning the completed contract method of accounting. 
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We believe to require a continuing annual revlev by the GAO Is redundant and 
costly, and would not be even remotely cost effective. We concur vlth the Conp- 
troller General's opinions that other existing law provides GAO with the right of 
audit and selection of frequency of audit and that '* ... a mandatory audit of 
fixed frequency may not enable us to maximize the benefits obtainable from the 
work of the General Accounting Office." 

11. AGREEMENTS Sec. 4(am) 

H. R. 4082 eliminates the requirement of the current law* that the Board 
should "endeavor to make an agreement" with the contractor for the elimination of 
excessive profits. The Bill merely provides that the Board shall either make an 
agreement or Issue an order. 

There have been periods over the past 25 years when the Board paid little or 
no heed to the Intent that It endeavor to reach an agreement with a contractor but 
In recent years there have been efforts to reach agreements and such efforts have 
proven fruitful. 

We do not understand the reasons for this proposed change, and none are given. 
In our opinion, this language could only result In a more arbitrary attitude by the 
Board. In fact, the proposed language appears to be a suggestion to Ignore the 
rights of contractors and get the proceedings completed without regard to equity or 
to reason. Any semblance of Informal and non-adversary proceedings would disappear 
and more cases would find their way to the Court, at great cost to business and 
the Government. 

We strongly urge Congress to reject this attitude toward renegotiation and 
leave undisturbed the existing concept that the Board should "endeavor to make an 
agreement" when and If, excessive profits exist. 



* Sec. 105(a), Renegotiation Act of 1951 
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u. «wp» TD T» aaaxMMns or t» iMifnfiry s>c. lOfci 

flw Bill pmridM that th* Board •hmll aot later thmt 90 days aftar aach 
flacal yaar, avfaalt to tha Sacra tary of aach nmmd Dapartant cartala ftaawlal 
raporta and otter InforBatloo as tha Board atell dataralaa to ba approprlata. 

la its raport to tha Subco^d.ttaa on Gaaaral Ovaralfht and Rana(Dtlatlon of 
tbm CooBlttea on Banking, Currancy and Hooali^ of tte Unitad Stataa Boiiaa of 
Bapraaantatl^pas on Jona 5, 1975 (TB.76) tha Ganaral Account ing Of flea racnatndtd 
ttet coplas of the Standard Pom of Contractor Baport BB Pom 1 for Banagotlatlon, 
conalatlng of data a£ filed br contractore . ba aada available to certain Govamnant 
agenclaa by tte Board on an annual basis. This data Is prasunably to te nsad by 
procuranent officials In assessing tte reasonableness of contractors* prices and 
proposed costs. In a Decaster 1975 Baport to tte Congress, tte Coaptroller General 
discussed tte coordination tetween the Board and procurasMnt activities and con- 
cluded ttet historical data concerning contractors* cost and pricing data nould te 
useful to procureaent personnel if provided In tlntly fashion. Tte Coaptrollar 
reported that contractor data supplied to date by tte Board had lacted tlaallnass, 
and since sales and profit data that vas supplied reflected data In tte aggregate. 
It vaa not particularly useful. Purther, since later, ovartead and otter expenses 
were not stevn Individually, It ^»» laposslble to Isolate and analyse various 
elenents of cost included In a contract price. 

Under the proposed reporting sctene the value of Information referred to a 
procureaent agency Is highly questionable and probably Irrelevant. In order for 
■eanlngful sunnarles to te provided by the Board, data received would necessarily 
be provided by contractors on an agency- by- agency basis shoving detailed breakdowns 
of contract costs thus iaposing still another extensive data collection requireawnt 
upon contractors wte rarely aggregate data on such a basis. Such a requirement 
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would be unduly onerous to the contractors and liould require « costly restructuring 
o£ internal reporting practices on the part of aost contractors in order to develop 
data sufficient to meet such detailed information. It is for this reason that 
the Association opposes "Report to the Secretaries" until a detailed atateoKnt of 
purpose and practices is written into the legislation. 

13. CONSOLIDATED RENEGOTIATION Sec. 4(a)(2) 
. H. R. 4082, by deletion, eliminates the right and privilege of consolidated 
renegotiation. No explanation for this action is given in the House Report 
(No. 94-699) and %»e are unaware of any study made by any agency, or the Board, 
that would justify or even suggest the need for elimination of consolidated re- 
negotiation. The Internal Revenue Code permits the filing of consolidated tax 
returns and the Act and the Board's regulations make provision for such action. 

Section 105(a) of the Act provides that by agreement the Board may conduct 
renegotiation on a consolidated basis in order properly to reflect renegotiable 
profits of two or more related contractors. Section 105(a) further provides, in 
effect, that consolidated renegotiation shall be conducted as a matter of right 
with an "affiliated group" if requested. Consolidated renegotiation nay be 
conducted in the case of a "related" group* but prior approval of the Board is 
required - it is not a matter of right as in the case of an "affiliated" group. 

The reasons for operating through a number of controlled companies are many 
and complex. A few examples may be helpful. A parent incorporated in State A 
may not be permitted, or may find it difficult, to operate in State B unless 
incorporated in that State; foreign countries may require incorporation in their 
own countries before permitting operation; a manufacturing company may want to keep 
separate its credit and financial activities, and the same reasoning would cover 
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inmtamacm operations; « substasitlal dlfftronco botvoon M^mral operations may not 
lend theaiel^pea to a a ingle nanagement. 

Eegardleaa aa to the reaaon for aubsldiariea, rather than divisiona, groupa, 
etc. the basic esaential point is that the investment is all by the sane people. 
What difference does it sake Aether you carry your funds in your coat, vest or 
pants - the pockets are all yours. The saae holds true of a corporation. 

The Act aa originally approved by the Congress, authorised the Board to con- 
duct conaolidated renegotiation in order properly to reflect renegotiable profits 
of two or aore related contractors. We see no reason to change the existing 
language of the Act which clearly protects the interests of both the Govemaent and 
the contractors. As a practical matter, the Board's operations arc expedited by 
conducting conaolidated renegotiation proceedings. 

PROVISIONS or THE BILL WITH MERIT 

As stated earlier herein, MSIA believes renegotiation should be abandoned 
because the reasons for the 1951 Act have largely disappeared. But if the Act is 
to continue, there are changes proposed in the Bill which have merit. 

Specifically, we endorse those proposals in the Bill that are directed to 
strengthening the Board by fixing terms, designating the chief executive, and 
requiring bipartiaan membership while at the same time reserving policy decisions 
to the full Board. 

He afq>port the proposal relating to **False or Misleading Information." MSIA 
holds no brief whatsoever for any contractor who knowingly furnished materially 
false -or misleading statements, information or data. If consistent with other 
comparable Federal criminal penalties, the increase in the meximtmi penalty to 
$50,000 seems Justifiable. 

He also agree with the raising of the statutory floor from the present 
$1 miUioo as re co — e nded in the report by the Commission on Government Procurement. 
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PROPOSALS BY NSIA FOR IMPROVING THE RENEGOTIATION PROCESS 
If it is to continue in effect, there is need for improvement in the renego- 
tiation process . • NSIA respectfully submits its own improvement proposals for 
Congress ional cons iderat ion . 

1. STAMDARD COttiERCIAL ARTICLE EXEMPTION (AMD SERVICES) 

In our opinion, the provisions for the exemption of standard articles and 
services should be broadened rather than narrowed. 

As previously stated, the basis for the exemptions is that the price of the 
article, or service, is set in the open market place under competitive conditions 
and, hence, while profits of suppliers may vary, because of differing products, 
types of business, or varying degrees of efficiency, the profits cannot be excessive. 

On such a premise, we believe the Act should be amended to provide that 
articles, service, and classes thereof, should be determined not on the facts of 
an individual case but rather on the facts of an industry. For example,' if the 
purchases of named Departments of an article or service, from all domestic 
sources, represent 55% of total domestic sales, all contractors' sales of such 
articles should be exempt. 

The definitions of articles, services, and classes of articles and services 
should be reasonable and broad rather than narrow. The change we propose would 
result in neither enriching industry nor increasing the paper work of industry 
and the Board; rather it would help to reduce costs to the Government through 
lower prices. The determination as to which articles, classes and services would 
be exempt could be made the responsibility of the Department of Coonerce. 

Perhaps an illustration would point up this matter. There exists in this 
country hundreds of small business firms in the heat treating business, a process 
commonly not performed in-house. The service, is, in general, the same for all 
customers even though the process may vary somewhat depending on the quality of 
the metal involved and its end purpose. Nevertheless, each heat treating company 
must go through the process of determining whether its subcontracts are subject 



Digitized by 



Google 



176 



to r«ie(DtUtiMi and. If thm total Mmnt U •ufflclmt, oust Mko a fllins vith 
tha Board. It Is aoat onlikaly that the profit margins on Tanafot labia and non- 
raiie(Dtiabla hoalnass voald vary natarially. In aost Instaneas thasa coapanies 
should qualify for tha standard eoasMrcial sarvicas exaaptlon. 

Tha standard cooBsrclal articlas and sarvicas ara snbjact to prlca coopatltlon 
in an opan aarkat and whara such cosipatition is laasanad, anti-truat laws 
may ba enf oread to corract tha problaa. Tha Congrass, in its visdoa» provided 
that in tha avant of a national amergancy tha axaaptioa of tha standard coonsrcial 
articles, standard coaasrcial services, and classes of articles nould tensinata. 
This we believe is sufficient. 

2. cost ACCOmfflKC STAyPAftfiS BQARI} <CASB> 

Section 103(f) of the Renegotiation Act of 1951 provides that profits subject 
to renegotiation shall be detensined in accordance vlth the nethod of accounting 
used by the contractor in determining net incoos for Federal incone tax purposes. 

CASB has designated tha Renegotiation Board a "relevant Federal agency." 
The determination by the CASB is likely to be tested in court because of the lack 
of any clear indication in either the language of the Cost Accounting Standards 
(CAS) law or the Congressional Cosnittee reports indicating that the Renegotiation 
Board was meant to be covered. 

Subsequently, the Renegotiation Board changed its regulations to provide that 
the method used by the contractor to determine net incoaa for Federal incoms 
taxes could not be used if such msthod was in conflict with the contractors ' 
obligations to comply with Cost Accoimting Standards.* As a practical matter this 
means that the renegot labia profit evaluated by the Board in making excessive 
profits daterBloatiDDJ^ must be based on costs determined in accordance with CASB 



* RBR 1459.1 (b)(2) 
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standards for contracts subject to CAS rather than tax Imtp a systaa ifhich has 
stood tha test of timt, 

Thare ara a mniber of probleaa in coordinating the CAS lav with the Rene(Dtle- 
tion Act. For exanple: 

(1) CAS regulations presently cover aany of the larger contractors, while 
th^ average nuaber of conpanies filing annually under the Renegotiation Act for the 
past 5 years is a considerably greater number. This sittiation arises priaarily 
because CAS regulations apply only to negotiated contracts above a certain aaount 
while renegotiation applies to all contracts with naaed Departaents (although soas 
contracts may be exempt). The original proposal that all coa^>anies filins renecotiation 
reports be required to allocate costs on a CAS basis was unrealistic especially 

for small contractors not otherwise subject to CAS. After a strong industry 
protest, the Renegotiation Board Issued new regulations which require the use of 
CAS regulations only for CAS-covered renegotiable contracts. 

(2) CAS regulations are, to soae extent, inconsistent with the Federal income 
tax law used to compute profits for renegotiation. Initially, there wea an effort 
to explain stway this conflict on the grou^ that tax rules deal with ^'■llcwabllLty'* 
and CAS regulations deal with "allocability.** This dichotony provides no real 
solution, however, because the CAS allocation may shift income from one fiscal 
year to another, and renegotiation focuses on the profits for a particular fiscal 
year. The conclusion of the Renegotiation Board that CAS regulations should prevail 
over Federal income tax rules in the case of conflict seems headed for litigation. 

Aside from the questionable legality of the Board's action in asMiding the 
regulations in this manner, there is the matter of the additional cost of doing 
business with the Government aasoclated with meklng the '*CAS adjustment." This 
requirement is particularly onerous to small business. 
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All contractors havs accounting aystaas that provide for tha dcvalopaent of 
deductions and exclusions under the Internal Revenue Code. Under the CASB Regula- 
tion a nuaber of contractors are required to keep another set of books or at tha 
very least detailed aeaoranda records to acconodatc CAS. Beginning in fiscal 1975 
they are required to apply CAS standards to their RB Form 1 filings which will 
involve still another layer of accounting and additional administrative costs. 

We believe that the Congress, for good reason, clearly intended that the rules 
of IRS should prevail in Board determinations of excessive profits. NSIA suggests 
that no change in the Board's regulations be allowed to nullify the intention of 
the Congress as expressed in Section 103(f) of the Act. An alternative approach 
might be to only have CAS covered contracts subject to renegotiation and exempt all 
othera. (Once a covered contract in excess of $500,000 is awarded after January 1, 
1975, a contracting unit will continue to be subject to the appropriate standards 
as long aa it haa a subject contract in excess of $100,000.) 

3. LOSS CARRY FORWARD 

The Act provides that renegotiation will, in general, be conducted on a fiscal 
year basis. This provision, despite claims by the Board that it uses numerous 
methods to alleviate the inequities of fiscal year renegotiation, has resulted in 
many queationable determinations of excessive profits. 

Sons relief was provided by the Congress* when it amended the Act to extend 
loss carryforwafds from the preceding three to the preceding five years prior to 
the year under consideration. 

We hereby propose the Act be amended to peroiit a loss carryback covering the 
three year period prior to the year under review. The amendment would protect 
those contractors who tool up for long production runs, incur losses, followed by 
one or two years of alleged excessive profits and then suffer losses as the progrsm 



* Pub. Law 870 80th Cong. Approved August 1, 1956 and was amended by Pub. Law 86-89 
86th Cong. Approved July 13, 1959. 
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Is curtailed. While the present Act end reguletlons permit the Board to adtlgate 
the inequities of fiscal year renegotiation, its practices indicate that such 
discretion is rarely exercised. Consequently we reconmewl the Act be 
strengthened in this area. 

4. APPEAL BOND 

Contractors aggrieved by an order of the Board determining excessive profits 
have the right of appeal to the Court of Claims on a pay now and litigate later 
basis. However, to stay the execution of the order the contractor must file a 
bond with the Court of Claims (in the amount of lOOX of the net amount of the 
Board's order). 

To meet the Court of Claims rules the bond must be that of an approved 
surety company or U. S. Government bonds - an expensive undertaking regardless 
as to the method. This requirement has a chilling effect on aggrieved con- 
tractors as the surety companies generally require collateral, and the annual 
premiums are significant. The posting of Govenmcnt bonds also ptresents an un- 
surmoimtable obstacle to many contractors, especially to small business con- 
cerns. 

Vhile it is true that an order of the Board may also be stayed by 
entering into an agreement with the Board to pay the net amount of the deter- 
mination in installments, with interest, experience with the Board has indi- 
cated an unwilLlagnfli:* to defer payments over a sufficiently long period to 
provide meaningful relief. Installment payments over two or three years when 
the appeal proceedings are likely to extend for much longer periods pxovide little 
relief. 
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Xt is aasD «BK ^Stat a soMtancitMr wb ?<> » >»» fc X> >V%4i; . >iwr >W t«iiH«^<i 
watt of Jtmrint ■■eoR a ydl^mam. aaC t%M! «rri ma • n fww nt w <%n ai 1w«irv^>. 
s«ch an arraaipaBHt is IOkI? t» ^ Mftif* a M«ll««i-l«M-*« <^V«>M4 «HfMS«iif. 
cartall Its tasiaaas, aaiB yaaalMy t«««lt t« t^ <v«MMM^v^^ii WwAHNif^vN 

«B telicw tkB iiqiliMaag, f«r a Wail «lwailJ W ♦UmvmiH^ TVMIi ^W W . 
He racof^lar tkat 4vii« tht lltf«ati«a |«y«cM» m«» <^m«i^I^^ w^v r'«s\ 
vltii the raaalt that tte Cuwi iat vill W« aw « fr»f^¥l^ ^l^U^% . \« 
is oor opiaioB tlMt the potaatUl lo«« of r*>»*ma# t* tMit|tMiri«>««^l ^«h v«%im 
pared to tiw effactl^pa deprivation of a eoiitr*<t<«r*« ir1«M ««« «f)^A) V^tmm a 
Board deteminatloa becaoae of the re^utrewtnt f«r a WiWl« 
5. FERIOD KEHEGOTIATIOH 

Closely related to the recoaaendatton that the kti Ha Mii»H«<iirf fH ^vhvMh 
for a loss carryback as well ss loss cerryforverds Is Iha (triiliUm t*t r(«HMl 
year renegotiation. Section lOS(a) of the Act prnvldva Ihsf f-i*HaH'<H4f Inh 
shall be conducted on the baais of the contractor** ft«f>«t ya4f Hf ^HhU 
period aa may be agreed to by the Bosrd and th« crmtrsM«>r fg^N^fsHy 
liadted to construction and shipbuilding as «mI1 «s frsrflsl ftn^^i ynsfs/. 

Fiscal year renegotiation has often resultad In v«ry iftii*t*4tt»ittM #* 
suits, uhicfa ttm Board adaits but rarely totfiHt, %y tray h^ iHt *^a«^U ^<l4ir 
the contractor aho sp s sds aawsral years 4m¥t^*ffiit% « ff*A*¥-^ vi*it ff4t4*s4 
tocamt or sabstaatLal laases, follawed by a ^rf4*l ^f ««iMr^ai a^* /•#/« v^ 
profit^la sales after abUlb Clsa frr^f/SmttUm <««««« i^^ a 4*' ^f^tfrr 
24«M«<a ar« $4Mr4^a«a)< V/ «^ ^^4>W/^M*« v^ 
s «a< fraMMf j^/»tmt»"; ^iv Avhi^ M^ f i* < 
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typically, th« Board dttamlncs that axcasslv* profits have bean raallxed 
f«r a flvan production parlod raduced parhapa by loaaaa of the prior yeara 
but without conaldaratlon for low proflta of prior yeara and no conalderatlon 
C«r low proflta or loaaaa anticipated In aubae^uant yeara. Thla altoatlon 
baa been deacrlbed aa the ball curve and the Board* a action takea the top 
off the bell leavlnt Uttla or nothlnt for the contractor* a efforta over a 
eultlple year periods 

The Board In tha peat baa reco«;nl«ed the Ine^nlty of tbla altoatlon and, 
by letter t« the OAntreaa nf ftacanhir 21, IMl, obJectli« to period xeaecBtia- 
tl^n^ baa Uate4 a x^r&et^r ef netihods et its ditpoeal to adjnet tte effect of 
fla1^al yeav v««*«>^tl«tU>n« In practice, kswever, sndi mthndi are nrely need 
«Md^ t^ f^Y «^nl«a^« the Mt aiuiald be anenried to pce>eiiie for period nMfin l» 

^ ve^nUt \^^«N* the teeri Ibae porri^ted inr ellscetia^ tbt cants nf d[i»> 
vv«M\>Mk^>li$^ a ^Ptai tjyt ^aiKSe ^rfitceftiiitt tir nien^itiaftHa; beslMBCs. ■■neeer, irifaBK 
%W w«at« na^ W ni^^^^ate«i Mt^ iat tib« tiMr ^ r^j^.-cTT-iaiiBi» ^gE «ftcE tftae 
't'^^M^'M^^M- >e* ^^ttVi- .2« att> «s^«xc^.aftwe saKmeK £% tifaet iwar sfbis rS^bc nf 
nK^Mt \ii ^.t w^ >(%^er. I^ » .i«ar ... - tibnt n auw cu i w- T - ^ ^co^ 

niit>^t<4) t^ ^MUt^ t4bt<«ir iC^4ic«ac:&M«nar .ossits ^nrik ar n ■ niilimiTiir y rr r* 

t^iHte air» *ie» nn^^x->fc^tr>-fc->nr ^aausecffim enail: n VHkeB- «f nnjnr caar- 
tipn^t^ Hi^^ >lt^l>«r£n( 9cc^u«£l» ;ilnc ni^|tar joniSt? 33> jg e ^non oa n ^y»^*»>»i'' imk- 
>a i» %t <M i » i ht «9nc^a:: ns«iMac:taK. -«0snaBBtf&a WKSib 9!l» ]fe«iC «■£ lk«r aft* ;!■« «e 
iMfc >«^^ A. ?^ci«ttKMn: -tfbnnlr )e nnUr szir .sxmesnotsnrs 2r nritar nx: ^-'^-n*^—- «» 
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Hm Act la its pnsmit fom Sttts forth « nuaber of factors to b« •valuated 
In dstondAlng lAothar •xcassl^m profits haev boon rttslisod. Thcss factors 
«r« sst forth In Ssctloa 103(s) of the Act and ara laplaMntad undar Part 1460 
of tha Board's ragulatlona. Bowevar, Saction 103(e)(6) provldaa that thara 
shall ba takan into consideration tha following; 

. "(6) Such other factors the conaideration of which tha 

public interest and fair and equitable dealing 

■ay require » which factors shall ba published in 

the regulations of tha Board froa timt to tiat 

as adopted.** 
In the 25 years this provision has been in existence, the Board has 
never developed or inplenented additional factors although tha iaportance 
of theae additional factors have been accorded judicial recognition. For 
exai^tla, in A. C. Ball vs. The United States , the Court of Claim said "Also 
to be considered are any other factors required by *the public interest and 
fair and equitable dealing.* ... Ihe public interest requires both that un- 
reasofiable profits be recognised and that sufficient profit be allowed as 
will promote the production in voluas of quality goods . . . Fair and equitable 
dealing with tha contractor deauuids that he be given full neasura of the 
favorable consideration contawplatad by the Statute.*'* 

We suggest the Board consider appropriate revision in its regulation to 
iBpleaent guidelines for the use of *'additional factors" in tha ranegotiation 
process. 



* Also see Maaon & Hanaar ■ Silas Mason Co. Inc. vs. The United Ststes 
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7. CONDITIONAL ORDERS 

The Board has consistently held that while it can enter into conditional 
agreements it has no legal authority to issue conditional unilateral orders. 
This lack of statutory authority results in an unfortunate situation. 

Assume a contractor vhich at the end of its fiscal year has realized no 
profit or loss on its renegotiable business. Ordinarily, this would result 
in- the issuance of a clearance but in this case the contractor has a claim 
against the Government which, if collected in full, would, in the opinion of 
the Board, but not the contractor result in excessive profits. 

The Board in such a case would offer to enter into a clearance agreement 
specifying that if more than a stated amount of the claim should be collected 
the amount over the stated. sum would be paid to the Government as excessive 
profits. However, the contractor refuses to enter into the agreement because 
it believes collection in full would result in less than reasonable profits. 

The Board has two paths it could take: It could defer the case until 
the claim was settled and then make a determination; or, it could issue a 
unilateral order in the amount by which the total claim exceeded its finding 
as to. a reasonable profit. 

The first alternative would add to an existing backlog as the claim could 
require years to litigate. In general, the Board refuses to defer its action 
pending an action by others. There have been exceptions but such exceptions 
do not answer the basic problem. We believe the Board would issue its 
unilateral order which would place the contractor in a most difficult situation. 
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Tkt coacractor «d«M. o« tkm omt hand b« tTylat ^o collect froa tlw 
Quwt Iff throoili tl» JodieUl systca lAat it felt it «•• •utitlttd to. Ott 
the ocker hand, tkm coatractor would b« forced to tako tiM Bo«rd*« ord«r 
to the Coort of Cleias, filo a bond, and hiva lasal comaal to handle hi* 



Jnat how the Coart of Claiaa would proceed la oncertala. That court 
could be the atage for both casea and in the end Juatlce nl^t be done. 

A far better altuatlon, if the Board finda it cannot wait until the 
contractor's clain is settled, would be to provide in the atatute for 
coodltional unilateral orders. The Board could provide that if the con- 
tractor collected aore than a stated part of ita clain, after deducting costs, 
the overage would be deeaed excessive profits. In addition, the statute should 
provide that the present tine to appeal to the Court of Claias would not start 
to run until 60 days after the final deteraination of the claia. 

We believe such changes in the Act would be reasonable and equitable and 
we reconnend thea to you. 

8. EJtEMFriON FOR VALUE EWGINEEHTWC AWARDS 

The Govemnent procureaent regulations provide for the inclusion in contracts 
of a Value Engineering (VE) clause to encourage contractors to eliminate or modify 
anything that contributes to the present or future cost of an item or task which 
is not necessary (but which does not affect performance, quality, and the like). 

The Government's policy is to provide contractors (and through tham sub- 
contractors) with substantial financial incentive baaed on the savings accomplished. 
VE award clauses are to be interpreted liberally to encourage contractors to 

davelop cost reduction programs.* VE incentive payments do not constitute profit 
or fee subject to the statutory limitations on fees. 

* Cf., Dravo Corp. vs. United States, 202 Ct. CI. 500, 480 P. 2d 1331 (1973); 
B. F. Goodrich Co. vs. United States, 184 Ct. CI. 14,398 P2d 843 (1968) 
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The Renegotiation Board treats VE awards as renegotlable Incoae and generally, 
&8 there are no related costs, this Increases the renegotlable sales and profits 
by the amount of the award. In its regulations the Board states '*Tbe efforts and 
acconplishnents of the contractor underlying the value engineering award are 
appropriate subjects for consideration under the applicable statutory factors . . .*** 

In addition to the quotation from the Board's regulations, the Act itself 
sets forth a policy for dealing with incentive type profits. For example. 
Sec. 103(e) of the Act provides" ... favorable consideration must be given ... to 
reduction in costs ..." and in (4) " ^.. Including inventive and development 
contribution ..." 

These parts of the Act are binding on both the Board and the Court of Claims 
but if the Board ignores the Intent of Congress, contractor resort to the Court 
of Claims may be inq>ractical because of the cost of the bond, if obtainable, and 
the attendent accounting and legal fees. 

In our opinion, VE awards should be treated as exeiq>t, ncn- renegotlable 
income and placed beyond the reach of the Board. There is little or no Incentive 
to reduce costs, with the lion's share going to the Government. Mor is it worth 
taking the risks and making the effort to earn incentive fees under incentive 
type contracts if the VE is to be taken in whole or part by the Board. 

9. MATERIALITY 

Above all, we urge the Congress to order the Board to develop and Implement 
materiality criteria in all of its actions of administering the law and its Regu- 
lations. There can be no benefit to the Government if it operates in a 



* RBR 1499.1-3 
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(A) If a company is 100% engaged in renegotiable business no allocation 

of capital and net worth is necessary. However, such companies are in the Minority 
so the problem as to how to allocate is present in almost all cases. The Board 
customarily allocates on the cost of goods sold basis, which it calls "arbitrary." 
If the resulting data are used properly that basis is not entirely unreasonable. 
Often, however, the returns are not used with discretion and the Board describes 
them as "high" or "indicative of excessive profits," or both. But what is "high" 
in this regard? Rarely does one find the statement that the returns were "high" 
followed by clear definitive reasons. 

(B) Net worth is easily defined - it is the stockholder's equity or the 
difference between total assets and total liabilities. 

The definition of capital, however, is not so simple. The Board's regula- 
tions* define capital employed as the total of net worth, debt, and any assets 
furnished by others; either the Government or customers. However, despite this 
formal regulatory definition, the Board, in practice, considers capital employed 
as the amount of total assets (or liabilities plus net worth) . 

Others interested in return on investment use different definitions for 
capital. For example, capital in such computations roost often is: (a) net worth 
plus long-term debt; (b) total liabilities; (c) net worth plus long- tern capital 
from other sources including long-term debt, minority interests and deferred taxes. 

The net worth and capital used to determine returns may be that at the be- 
ginning or end of the fiscal year, or an average. The Board uses beginning of the 
the year unless there has been a significant change (which is undefined) during 
the year - which to the Board normally means new capital in the form of the pro- 
ceeds of the sales of capital stock or a new bond issue. We believe an average 



* RBR 1460.11 (b)(3) 
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•boald always ba uaad. Tha avaraga alioald ba dateminad on a aora ■aaningfol 
basis of eiehar dally or Bontlfaiid avaragas unlass tha sisiple avara§a of 
begitmlng and end of yaar would not ba watarlally diffarant. 

To dateraina ratums, tha Board uses profit bafora Fadaral and Stata I nc o— 
taxes because this is both traditional and convenient. Ve strongly object to 
this practice because even when eansarked properly it has a built-in bias. Tha 
public should not be expected always to divide data they read in half (or sows 
other factor) to understand that a 201 return is really a 101 return. 

(C) Another problem is created by the ottthod of financing utilised by a 
particular coapany. For exaflf>le, sMmagensnt oMy decide to go the equity or the 
debt route. If Cooqpany A has used the equity route and Coa4>any B the debt route 
snd both have the sasie profit, A*s return on net worth will be low when compared 
to B's return but the returns on capital will be the sasie. 

For exaflf>le, assxme two companies making the same product at the same price 
and the same profit ($15) with all sales renegotiable. The liability side of the 
two balance sheets are as follows: 





COMPAMY 


Liabilities other than equity and 

long-term debt 
Long-term debt 
Met worth (equity) 


$ 25 



$100 


$ 25 

25 

50 

$100 








RETURNS 
Capital 
Met Worth 


COKPAMY 
A 1 

15X 15X 
201 301 



It is assxiaed that the returns realised by Company A are reasonable but at 
the upper limit, then Company B if measured by solely its return in net worth, 
realized excessive profits. To reduce its return on net worth to 201 would 
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require a refund of $5 and reduce the return to 20Z. Clearly, under the cl rcu a 
stances set forth, this would be ridiculous; and would also lead to the question 
as to why Coaq>any B only was allowed a 101 return on capital when Coopany A was 
allowed 13X. 

(D) Returns on both net worth and capital eaq>loyed are greatly influenced by 
factors such as: 

(1) Is the plant and equipaent leased or owned? If leased, the 
returns will be higher than if owned. The lease, however, can be long-tem 
and there is no reduction in risk. 

(2) Has the plant been operating on a one shift, two shift or three 
shift basis? If more than one shift, allowance must be made in the returns 
for the distortion. For example, if the return on equity is 301, and the 
plant operated on a two shift basis during the entire year then the effective 
return is 157.. The same reasoning applies to the capital employed. The matter 
becomes more complex if a company is working a six day week and on a double 

or triple shift. 

(3) A company's make or buy policy. If a company buys most of its 
materials in finished form from others an increase in sales, and presumably 
profit, will usually result in a sharp increase in returns - they will also 
be lower before the corner is turned. However, the company that buys basic 
raw material and does its own manufacturing will show lower returns on com- 
parable sales and profits (because it has a larger investment in manufacturing 
equipment) . 

(E) Finally, only the ill-informed say "Just look at that return on net worth 
even after the Board got a refund; clearly that company did not refimd all the 
excessive profits it realised." 

Let's look at two examples taken from the Board's Annual Reports. In each 
case we are assuming that a 507. return on equity and 25% on capital, based on 



Digitized by 



Google 



191 



pretax profits, would be reasonable. (It should be noted that rates in the 
following cases are exaggerated because they are cofsputed on a pretax basis) . 

The first case, from the 1975 Board Annual report, shows that a contractor 
with renegotiable sales of $1,588,000 realized pretax profits of $356,000 or 22. 4X 
of sales, and returns of 94. 2X and 317. 4X on capital and net worth, respectively. 
After an excess profits determination of $100,000 the returns were respectively, 
71. 9X and 239.8%. If these returns are to be limited to 25X on capital and 50X 
on net worth the excess profit refund would have to be increased from $100,000 
to $261,000 (if the 25X capital limit was used) or $300,000 (if the SOX net worth 
limit was used). The result would be a pretax profit of only ^95,000 (capital 
formula) or $56,000 (net worth formula). The profit margins on sales would then 
be 6.9% (capital formula) or U.3% (net worth formula) and such margins would be 
halved by income taxes. 

We doubt whether any businessman would be willing to manufacture aircraft 
windows for such returns. 

In the second case, from the 1974 Board Annual report, the contractor with sales 
of $2,823,000 realized a pretax profit of $785,000, 27. 8X of sales, and returns of 
123. 4X on capital and 306. 6X on net worth... After a determination of $325,000 the 
returns were, respectively, 72. 3X and 179. 7X. On the same formulas the determina- 
tions would be $626,000 (capital) and $657,000 (net worth). The results would be 
retained pretax profits of $159,000 (capital) and $128,000 (net worth) and the 
margins on sales 7.2% and 5.9% respectively. 

Again we doubt whether there would be many companies willing to take on the 
type of machining performed by this contractor (who incidentally took its case to 
the Court of Claims and was found not to have realized any excessive profits). 
The essential point of the foregoing is that great care roust be taken In 
evaluating the returns on allocated net worth and capital employed in connection 
with any determination of excessive profits. It is improper and misleading to 
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characterize a company's "returns" as being "high" unless they are related to 
consistent and accepted standards. 

SUMMARY 

For the reasons set forth in the beginning of this statement w© believe 
the Renegotiation Act should not be revived and the process should be abandoned. 
If however renegotiation is continued, H.R. U082 contains many complex and con- 
troversial provisions which may act to the detriment of both small and large 
business. To sumnarise, NSIA is especially opposed to the following: 

A. "TERMINATION DATE " . . . Ve oppose any atteiq>c to malce the Act permanent. 
In our view the Act has no place as a permanent law under our system of Governiint. 
It also improperly and unfairly discriminates against the particular segment of 
industry doing business with the Government. 

B. PRODUCT LINE RENEGOTIATION ... In our opinion renegotiation on an overall 
basis is proper in order to permit an off-set and averaging of profits; otherwise a 
company might be unfairly required to pay refunds even though on defense business 
as a whole it realized low profits or incurred losses. Product Line Renegotiation 
will be an impossible task for the Board and an inequitable administrative night- 
mare for industry. 

C . "ELIMINATION OF "PERCENTAGE OF COMPLETION ACCOUNTING" ... We believe 
this provision would require a special type of completed contract method of 
accounting. In practically all cases this method would require contractors to 
adopt new methods of accounting differing from the present methods used for book 
and tax purposes. 

D. STANDARD COMMERCIAL ARTICLES EXEMPTIONS ... We believe the material changes 
in the connerclal exemptions as set forth In the Bill are poorly conceived and 
would serve to diminish the incentive of companies to participate In Govemnent 
business . 
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F. l iriM^r ... Tkis provlslott of the Bill U imcmmma^U «wi uw|!«i.t^M» 
4mt to tke iabcnac — r—m of tibt romaotiatlon prvcos*. 

C. MDIT imnSIOg ... Oar aajor cocKare U vltk cl» ^MCOMit^r «Bii c«mc tor 
andlt of rmwj iimaaciMl aucoMst." la o«r oylaioa tiM o^otr flUa^ a^tU 
nqoLnmeax. is oot a naaonabla roaccion Co tba vitality of tte woH of tb* Iimi4 
aad Its staff or to tke imtst^lty of iMricaa imhmtvy, 

coKLnsim 

This coBpletes our far^al statsaaQt oq tho Hous« chaafos to tba Kanafotiatioa 
Act of 1951. He si'eatly appreciate this opportunity to present our views oo 
this subject tifaich we believe is of such basic importance to the fre« enter^ise 
systea of this country. Contrary to the preaisea of H.R. H0t2 we believe that 
today's defease industry suffers froa a severe lack of real profits coaaensurate 
with the risks faced. This is evidenced by the fact that one-third of the 
renegotiation filings for the past several years have shown overall losses - not 
profits, and also by the jaundiced view of the investment conaunity of the prospects 
for this segiwnt of industry. Profits in the defenst industry are in need of 
enhanceaent not triaaing as would be the case if H.R. H082 were adoptsd. 
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l S(CUiiiTy inDUSTfiiHL flSSOCIDTiOn 
national Headquailers 

Union Trust Building. Suite 700 

15th and H Streets. N.W. 

Washington, D.C. 20005 

Ttlaphoni: (202) 393-3620 



Fofbn Mmm 

Chsinntn. Boatd of Trmtm 

A.V. Gmgrni 

Vie* CMrmun, tfoantf ot Tt 



Vk»C 

Exteutim Cawwiw w w 

J.M.Lylt 



The Honorable Joseph C. Minish 

Chairman 

Subcomnlttee on General Oversight 

and Renegotiation 

Conmittee on Banking, Currency, 

and Housing 

U.S. House of Representatives Rm. B-303 

Washington,' DC 20515 

Dear Mr. Chairman: 

At the close of the subcommittees' renegotiation hearings on 
Wednesday, liarch 30, 1977, we were handed (by Mr. Bumaut, I believe) 
a list of thirteen questions arising from our statement submitted 
to the Subcoimnittee, with the request that we provide answers for 
inclusion in the record of the hearing. 

Our responses for the record to the questions, which are repeated 
below, are as follows: 

Question #1; On page 2 of your comprehensive statement, 
you mention that the nation's financial and investment conmunity 
believes that defense related profits are inadequate. Are you 
aware of any studies conducted by the investment comminity on 
defense industry profits? 

Answer: There have been many studies covering this subject. 
The one we had in mind in our statement was the 1976^*Conference 
Board Report entitled, "The Defense Industry: Some Perstsectives 



* The Conference Board is an independent non<-profit business 
research organization located at 8A5 Third Avenue. NYC. NY. 
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na the HnTlil fi— fry". SalUnt fladlnts of cIm study 

iclnded tbs follovisgi 

**The suppliers of funds to dsfcnso contractors that bid Ott «nd 

ilfill Bsgotiatod oootracts for the production of «lllter7 synctBO 
ad 111 III— IS aro uorrlod about this vital sai^ont of tba dafanaa 

aduatxy. Thia la tba fondaBsntal uassaga aaargint fros latarvlava 

Itit 56 fiaaacial-iaari tattoo axacutiirea cooductad by Tba Ooofaranca 

aard. In brlaf • tba cblaf problaaa affactlas tbaaa dafanaa oon- 

raetora, mm aaan by axacutlvua in aajor coaBorcial banks, lifa 

a auranca cypanlaa. InvaatBant banking flrva, rating aarvlcaa. 

ad a public accoantint fizs» ara: 

1. Aa ceaparad vitit tba profita of indoatriaa oriantad to 
en— srrlsl aarkata. dafanaa-con tractor profita ara too low for 
tbm rlaka dafanaa contractora faca and for tbair long-taza 
irlabUity. . . . 

2. OtacartAinty la tba principal riak parcaivad by tba survey 
particlpanta - uncertainty pertainint botb to tba fulfillaant 
of preaent contracta and tba winning of future contracts.**.... 
"Unleaa tbaaa problasM can be reduced, if not eliainatad, tba 

sfanse industry is likely to find it increasingly difficult to 
seure botb tbe abort- taza and long-term financing it requirea - 
ipacially if, aa sobm respondents believe, tbe U.S. econoay en- 
ounters a severe sbortage of capital in the next decade.'*.., 
gapital Shortage 

On this issue the vievs of the study. participants cover a 
road spectrua. But there was a consensus that can be put in the 
oxB of a syllogisa: 

1. Whenever capital is scarce, less deslr^le credit risks 
have a tough time in sec\iring outside financing. 
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2. Defense contractoxis are perceived as less attractive risks 
-. among the corporate clients of banks and other financial 

institutions. 

3. Therefore, defense contractors will find it hard to raise 
money if a capital shortage develops - or if they can raise it, 
it ^11 be at high cost." 

Question # 2; On page 5 of your comprehensive statement, you 
mention that there is a misconception that the smaller contractor 
will benefit from reporting by product line . Could you explain your 
statementT 

Answr ; While ve are unaware of any studies or statistics 
on the subject, the experience of our members is that small business 
concerns generally have more than one product line. Obviously, 
there ere general exceptions in the building trades (plumbing, 
heatings air conditioning and the like) , ship repairs and specific 
exceptions in other industries. But, in general, single line small 
business concerns are in the minority. 

From earlier testimony to the Subcommittee, it is clear that 
small business concerns, as well as large companies, have experienced 
considerable trouble in segregating their sales and allocating costs 
so that the required Standard Form of Contractor's Report may be 
filed with the Renegotiation Board. Under the proposed bill the 
already time-consuming, expensive procedure will be multiplied 
for all eontractors, both small and large, when they attempt to 
refine what they presently are required to do so that renegotiable 
sales and costs can be segregated and allocated by product lines. 
(Some small concerns may not have "divisions", whatever that term 
means, but we can hardly expect the Board to ignore product lines 
because of the lack of "divisions,"). 
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In yrimm^t thm for^goins. th* problcM add^d by H.K. 40S2 
vill only differ in dagrca b«C«M«n nuill «nd l«rg« concerns. Xbm 
HMilI concerns will, in all probability, bava fawar product llnaa 
tban thalr largar braCbran but tbay will bava laaa ataff and 
fawar bualnaaa nacbinaa to daal vltb tba problaa. 

Having obtainad tba product lina data bow will tba Board uaa 
it? Lot ua aaauaa tbat for a givan product lina aaall buainaaa 
raporta an avaraga profit nargin of 12X and tbat for tba aaaa 
product tba larga concama raport an avaraga profit margin of 9X. 
Undar ita ragulationa, tba Board ouat aaka coaipariaona and tba 
conpariaon bara, vitbout looking furtbar, could only load to tba 
concluaion tbat tba anall concama vara raalising axcaaaiva prof ita. 
If tba ravaraa aituation ia aaaunad and tba coapariaon ia aaaunad 
to point to axcaaaiva prof ita by tba larga concam, baa tba axarciaa 
baan cotrntar-productiva? Tba anall concama* profit nargina vill 
bava affacclvaly baan raducad by tba coata of davaloping tba 
product lina data and tba anounta obtainad by rafunda froa tba 
largar contractor a vbicb nay or nay not juatify tba af forta and 
coata to tba Board and to tba contractor a. 

A furtbar alaaant abould ba racognisad - prica. Will tba 
Board obtain pricaa: i.a., tba coat of tba product to tba govam- 
■ant and taka tbia into conaidarationT Suppoaa, for azaaipla, tba 
largar coapaniaa aall tba ummm product but at a prica balov tbat 
of tba aaall coopaniaa. Tban, avan tbougb tbair profit nargina 
vara bigbar, would tbara ba axcaaaiva prof ita? 
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To U8, it seems clear that a very simplistic approach has been 
taken to this problem. If the Board has information to justify 
the endorsement of this section of H.R. 4082 let them bring it 
into the open. It would appear that their endorsement was based 
on what to them were a few horror cases. 

Question #3 ; On page 6 of your comprehensive statement, you 
state that product line reporting will result in higher administra- 
tive costs which will translate into either higher prices for con- 
sumers or a refiisal to do business with the Government. Does 
an estimate currently exist for the higher administrative costs 
which will result from product line reporting? 

Answer; To our knowledge, no estimates have been made. However, 
we noted in Congressman McCloskey's estimates included in his 
recent testimony before the Subcommittee that Hewlett Packard's 
annual filing cost of $160,000 would triple under product line 
renegotiation. Much would depend on the meaning of "product line" 
which as used in H.R. 4082 is not definitive. It is reasonable 
to assume that costs would increase quite significantly under any 
fragmentation of the renegotiation process. These contractor 
costs would cover: 

(a) Accumulation of statistical data by product line. 

(b) Preparation of filing data by product line. 

(c) Additional contractor time involved in explaining and 
supplying supplementary data to the Board accountants 
by product line. 

(d) Statutory factor statements may be required for each 
product line. 
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Question #4; Would you explain more fully your statement on 
page d regardli\g the Board's practice of comparing companies for 
renegotiation purposes because their tax returns indicate they 
have the same Standard Industrial Classification code numbers? 
You seem to be saying that it's like comparing apples to oranges? 

Answer; Corporate tax returns require the taxpayers to provide 
his Standard Indiistrlal Classification (SIC) coda number and the 
number required is that of the major product. The Internal 
Reveniie Service, using these SIC Nos. publishes annually Statistics 
of Income -tk>rporat ion Income Tax Returns which is used by the Board 
to compare profit margins and returns of companies undergoing 
renegotiation. 

The new Standard Form of Contractor's Report (revised January 
1976) , in Section XII requests a breakdown of the renegotiable and 
nonrenegotiable products sold or services rendered. The instruc- 
tions ask for the product or service in descending order of their 
renegotiable dollar volume of sales. Only the three largest are 
reqiiested. In addition the four-digit SIC is requested. (If a 
contractor does not classify by the SIC code other instructions 
are given. See page 10 of "Forms and instructions for Filing 
Renegotiation Reports" . ) . 

The obvioiis purpose of the foregoing is to make comparisons with 
the IRS publication and here the problem arises. The SIC number on 
the tax return is not necessarily that of any of the three renegotia- 
ble products with the largest volume. Consequently, the statistics 
used may not be of competitive companies. What may be the predomi- 
nant renegotiable business to A may be de minimus to B. The ^ata 



Digitized by 



Google 



200 



of a muItl-Ilne company will not be available by product lines 
which can, and does, lead to horrendous errors in comparisons. 

Finally, once a contractor starts to use a specific SIC number 
his tax return will probably continue to use it, even if it is 
no longer fully descriptive. 

Question #5 ; Would you explain your statement on page 9 
that with the Minish legislation it would be possible for a company 
to report a loss on its total renegbtiable business and be required 
to make a refund that would increase such loss? This makes the 
Federal Government sound like they're kicking the small business- 
man when he is down. 

Answer : The statement leading to this question can apply to 
a small biisiness concern or to a large business concern. Conse- 
quently, the single example which follows will suffice: 

PRODUCT LIKE 
A B Total 

Renegotiable sales $50 $50 $100 

Renegotiable profit (loss) (15) 16 1 

Under the Renegotiation Act of 1951, and in the absence of 

gross inefficiency, this contractor would receive a clearance 

without assignment for when judged on an aggregate basis his profits 

of $1 clearly could not be excessive. However, under H.R. 4082 

the Board could disregard the loss on product line A and find 

the profits excessive on product line B. Let us assume the finding 

was that on product line B the profits were excessive by $10. Such 

a finding would mean that for his efforts the contractor would wind 
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up his y%mr with «n overall loss of $9 and he nould be required 
to pay interest on the $10 for the period beginning after the last 
day of his fiscal year to the date of payment. 

We cannot but wonder If the proponents of H.R. 4082 foresaw 
this type of situation. 

Question #6 ; Also on page 9, you disciiss the effect that 
product line reporting will have on marginal contracts. Would 
you explain in more detail your statement on the end result If 
product line reporting were required on marginal contracts? 
Does the Federal Government really want higher prices or less 
competition? I thought the purpose of government contracting was 
to receive a reliable quality product, the price of which would 
be determined in a competitive market. Product Line reporting 
seems to be counterproductive. 

Answer ; If prudent contractors are forced to select contracts 
only on the basis of the most favorable risk odds there will be 
some contracts that will find less bidders which reduces competition. 
Restrictions on the right of offset may also affect the contractors' 
incentive toward efficiency, lower costs and prices. 

In our opinion anything that chins away or tends to negate 
competition or Incentive can bring Irreparable damage to the main- 
tenance of a healthy and competitive defense industrial base as 
a vital component of our national security. 

Question #7 ; On page 10 of your comprehensive statement, 
you mention that the Department of DcJiense presently reports over 
10 million (10.2 million) "procurement actions" annually. What 
percentage of those 10.2 million procurements contracts would.be 
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required to £ile a RB-I Form under product line reporting? Does 
anyone really know? I submit that it is incredible that we could 
require product line reporting without knowing the impact on 
government and industry. 

Answer: Any attempt to estimate the percentage of DoD procure- 
ments which would require an RB Form 1 would need more specific 
guidelines on the meaning of the term "product line" as used in 
the bill. 

We believe it is incredible that any fragmentation of the 
renegotiation process on a product line basis would be thrust upon 
the Renegotiation Board at a time when it is barely able to keep 
from collapsing under the current workload which is based on 
"aggregate** contractor filings. 

The above coimnents are aside from other very valid reasons for 
continuing renegotiation on an overall basis which are outlined 
in some detail in our comprehensive statement. 

Qiiestion #8 : On pages 10 and 11, you state that Big Business 
does not drive out small business by working at a low profit or 
loss. Could you supply for the record the Department of Defense 
Statistics which show that in FY1975 20% of all military prime 
contracts were directly awarded to small business and 39% of 
subcontracts were awarded to small contractors. I think that these 
statistics indicate something which is contrary to what the public 
generally believes to be the case. It is also interesting that 
you characterize Government, i.e., Renegotiation Board, as taking 
advantage of small contractors, with only a single product line. 
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that havtt profits vhich "^oak** in a particular y«ar and by ignorina 

overall results covering the vhole tiat of performance for the 

small contractors. 

Ansirer ; The fol loving data is taken from the DoD report' 

"Procurement From Small and Other Business Firms FY1975**. 

SMALL BUSINESS SHARE OF PRIME CONTRACTS AND SUBCONTRACTS 
(THOUSANDS OF DOLLARS) 

FISCAL TEAR 

1975 1974 

Jul 74 - Jun 75 Jul 73 - Jun 74 



Prime Contracts 

Small Business Firms 
Percent to Small Business 

Subcontracts 

Number of Reports From . 

Large Business ^Irras 
Subcontract Comnitments By 

Large Business Firms 
Conmitments To Small 

Biisiness Firms 
Percent To Small Business 



938.206,511 

7,888.490 

20.6% 



695P/ 

$12,730,680 P/ 
5,002,353 F/ 

39.31 



$34,518,549 

7,074.140 

26. 5X 



713 

$12,071,768 
4.609.107 

38.2% 



P/ Preliminary. Subject to Revision 
In response to the last sentence of question 0. there have 
been a nursber of cases involving small, single- line companies 
that have been found to have excessive profits in one or two 
years even though they have shown low profits in preceding years 
and losses in sxibsequent years. The same situation can also arise 
under product line renegotiation. 
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A8 «n example, assume a small company selling only to the 
Government and barely getting by. Then there is an increase in 
demand for one or two years, which is met by plant expansion and 
overtime, followed by losses. The Board looks at the two profit 
years and distegards the subsequent years* losses even though 
if looked at ovet the total period the profit was reasonable. 

For these reasons, we have advocated loss carrybacks and 
period renegotiation. 

(Some of these contractor's have discontinued their renegotiable 
operations and the Board's regulations provide that part of such 
costs may be allocated to renegotiable business. But if therle is 
no business or profit, as often happens, this concession by the 
Boar4 la an empty gesture.) 

Question #9 : On page 12, you discuss the percentage of 
completion method of accounting. Uhat evidence is there that 
this method is selected by corporations in order to reflect their 
profits improperly? 

Answer ; The company's decision on method of accounting, "per- 
centage of completion" or "completed contract method" is a reeult 
of revenue recognlclon used by companies in their annual financial 
reports (10-Ks) with the Security and Exchange Coomission. 

Under the existing Renegotiation Act and the Renegotiation 
Board's regulations, the method of revenue recognition used by a 
contractor for Federal income tax pxirposes is also used in evalu- 
ating the contractor's profits under the Act unless: (1) the Board 
and the contractor agree to another method; or (2) the Board 
unilaterally orders the contractor to utilize another method. 
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In tht vMiii, declsloBS as to tfas wmtbod of accooBCine used 
by cootractofTS are a raanlt of taa cotialdaratlons and ars not 
influenced by Cba raqiil ii—nt of rana^otlacioB Taporciag. 

Qoastlon #10 : Vonld 3pvd afaplain the prbblaaa of distortion 
which aoold arlaa by rmparttag anltipla yaars*s aalas in one jmmr 
(p. 13)t 

Vhan tfaa eoaplatad eostract ftlwd Is nsad, profits 



■ay ba raportad sporadical ly, apan eoHplcftioB of the 

Onder this asthod. coottactor* can go t h ruugh eyelas of ^'faast or 

fsBlne*' l.a., mm or aors aajor. and hapafnlly profitable cootraets 

being luaylarad in ana year and aona or faa cootraets being cob- 

pleted the nast. In addlticai, period costs are not reflected 

in t|ie year of eoapletlon lAlch aoiild seen to overstate profits 

ahen aoch Is not the caae. 

Qoestlon #11 ; On pa^e 16 yon dlsenss the re pe a l of the oil 
and gas nail i ■■■prion. It Is ay iMJiririiMHng (fron staff discussion 
with Defense Contract Audit Agency) that there does not presently 
exist a aetfaod for ::eiEirtt.LiiJLi^ at the veil head idiat the profit 
levels vlll be for by-n^r^^aetM of oil or gss« e.g.« JP-4 jet fael« 
Is it not also inpossihle to detemdne idiat the profit of a well 
■iglit be because it is dlfflealt to aaeertain idiat the life of a 
anil should beT 

The I If ■prion of contracts or sobcontrscts for the 



products of oil or gas nails goes back to the tenegotiation Act 
of 1944, or earlier. It was discussed in hearings before s Senate 
CoBBd.ttae on Septcnber 2f and 30. 1942 and later before the House 
in 1950. A cost allowance for the product of oil and gaf wells. 
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as well as agricultural products (which are also exempted) has 
been allowed integrated producers £or many years. 

We agree with your understanding concerning lack of method 
£or determining product profit levels at the well head. It is 
our understanding that the answer to your question on well profits 
is "yes", the reason being that the difficulty of determining the 
profit of the product of a well is compounded by the uncertainty 
as to the anticipated life of the well and the difficulty of 
dealing with a vanishing asset value. 

Question #12- ; On page 18 of your comprehensive statement you 
mention that the expensive and burdensome study of cost and pricing 
data required under the Standard Commercial Articles Exemption 
Amendment would be inconsistent with the Federal procurement process 
Could you explain further and submit for the record the Defense 
Department and Cost Accounting Standards Board regulations which 
specify that once commerciality tests are met, cost and pricing 
are not required? Qo you believe that raising the commercial sales 
requirement will work a hardship on small contractors? 

Answer: "When products are sold in the open market, costs are 
not necessarily the controlling factor in establishing a particular 
sellers price. Under specified market conditions contractors may 
be exempted from furnishing certified cost and pricing data. (ASPK 
3-807.1)". 

Compliance under Cost Accounting Standards are required of 
all defense contractors who enter into negotiated national defense 
contracts with the United States in excess of $100,000 (in process 
of revision to $500,000) except as provided in 4 CFK 331.30(b) 
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Other tkma. ooaEraccs i*«k« cte prtcm MfBti mtmi is 

(1) cscaklisteA catalog or aorlKot prlooo of rn— rifil lt)M 

sold in onfcototlol ^oontltloo to tho f iTil public or (2> prlcso 

set by tmm or rognlorion . . . (Soctlon 351.40 Gttst Acoomtiac 

Stjmdaztds Gttldo). 

Unawr ; Urn bollo^PK to xoqslzo coot and priciac data aadar 
r c n a^ o tlatioo rcgolatloBS tvbs co ntr a r y to fodcral prnniriiar 
rrgnlarlona. 

In addltloa. aa baliava raising tha thcrasbold to 7SI aiclvdiag 
non-covarcd dapartnents in tha uaawi itility calcoatioo aoold 
daarly iaposa a hardship on naill hosinass coneams in that a 
graatar portion of thair salas aoold ba sobjact to ranagotiation. 

Qnastion #13 : Uhat aoold ba tha inpact of alinination of tha 
Standard Coanarcial Class of Articlas Bxanptioo in tams of papar- 
vorfc burdan? 

Ansaar : In ordar to datanina tha accaptability of tha IB F6ra 1 
and to understand tha nature of the articles the Board required 
a list of such individual articles shoving for each total salas and 
renegotiable sales and the percentage that the non-renegotiable 
sales represent of total sales of each such article. 

Most contractors do not accuBulata sales dollar infomation 
on an individual article besis. Ihider the "class of articles** 
ezaaption the contractor is able to coopile fron current records 
the statistical data required laider the Board's regulations. 
For aost contractors there would be considerable difficulty and 
expense in converting current records and conputer prograas to 
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acconmiodate Che required data on an individual article basis. 

It seems reasonable to assinne that if all exemptions were mandated 

on an "article" basis the Board would be inundated with paperwork. 

Other aspects to consider are the proposed changes to the 
commercial exemption which would require contractors to file an' 
application for exemption and the supplying of cost and pricing 
data. 

Sincerely, 




. M. Lyie 
President 
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Mr. MiNiSH. Thank you very much. 

We are pleased to have Congressman Meeds from the State of 
Washington. 

Mr. Meeds. Thank you very much, Mr. Chairman, members of the 
committee. 

I very much appreciate this opportunity to introduce my omstit- 
uent, John M. Fluke, who is appearing today on behalf of Midwest- 
em Electronics Manufacturers Association (MEMA). 

Mr. Fluke is a graduate of the University of Washington with a 
bachelor's degree in engineering, electrical engineering, and of MIT, 
a master's degree in electrical engineering. He joined the Navy shortly 
after his graduation from MIT in 1936, where he worked with Ad- 
miral Rickover on several programs, and I understand that he may 
have some disagreement with Admiral Rickover about this program. 

But he also worked with General Electric after departing from the 
Naw at the end of the war, and started his own business in electronics 
in 1948. 

He was chosen as the small businessman of the year in the United 
States in 1966, and thereafter became the chairman of the Seattle 
Chamber of Commerce. 

He is the chairman, member, executive director, member of the 
board of many corporations and associations and things that I can't 
even mention that— — 

Mr. Annunzio. Does he vote democratic ? 

Mr. Meeds. As a matter of fact, he is a very strong Republican. 

Mr. Annunzio. He votes for you ? 

Mr. Meeds. I don't even know that. He contributes to my opponents, 
as a matter of fact. 

But the fact is that I don't think that should enter into this matter, 
because he is going to be talking here, contrary to when he is involved 
in politics, about something he knows something about, and just to 
give you some idea of the depth of this man, though : Of all these 
boards, all of these associations, all of these thin^ he is involved in, 
one of the most impressive things is, he is vice chairman of the Seattle 
Symphony, so this gives you some idea of the range of interests this 
man has. 

Now, I havent always a^ed with him. In fact, we have some very 
strong disagreements at times. 

We have never agreed to be disagreeable with each other, however. 
He has always been straightforward with me. He has always told me 
precisely what he thought, and I am sure that is the way he will 
approach this subcommittee. 

He is articulate. His positions are well-reasoned, and he is a very 
strong spokesman for the position he takes. I dont even know if I 
agree with him on this, but I will tell you this, he will tell you what 
he thinks. It will all be straight out in front, and you can bet that he 
will do exactly what he says, and I am proud to present to this sub- 
committee my constituent,' John M. Fluke. 

Mr. MiNiSH. With that kind of introduction, he will probably be 
a supporter of yours from now on. 
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Mr. Meeds. I doubt it. 

Mr. MiNiSH. Can you summarize your statement ? 

Mr. Fluke. I shall try to do so. 

First of all, I would like to thank you, Mr. Meeds. I appreciate 
your being here. I also appreciate the services you have rendered me 
and my organization in the past, and I thank you for them. 

We are not as far apart in thinking as some of the allegations would 
have you believe. 

STATEMENT OF JOHN H. FLUKE, CHAIBHAN, CHIEF EXECnTIYE 
OFFICEB, JOHN FLUKE HANUFACTUBINO CO., SEATTLE, WASH., 
BEFBESENTINO WESTEBN ELECTBONIC HANUFACTUBEBS ASSO- 
CIATION (WEHA) 

Mr. Chairman and members of the subcommittee, my name is John 
M. Fluke, and I am chairman and chief executive officer of the John 
Fluke Manufacturing Co., headquartered in Seattle, Wash. I am ap- 
pearing before you today on behalf of WEMA, an electronic trade 
a&sociation representing more than 800 high technology companies. 

Western Electronic Manufacturers Associations membership is con- 
centrated in the Western States, but we represent a growing number 
of companies in all parts of the Nation. 

Our members are primarily small businesses; 75 percent of oui 
companies employ fewer than 200 people, yet our members provide 
more than a million people across the land with relatively high paying 
livelihoods. 

I appreciate the opportunity to appear before you this afternoon 
to discuss the renegotiation process as it operate today and as it 
might under the provisions of the principal bill before the subcom- 
mittee, H.R. 4082. 

I would like to discuss the impact of the act and the bill on my own 
company as an example of the real world impact of a process that 
is often discussed only in the abstract. I will mention several of t^e 

?rovisions of the bill as they relate to the John Fluke Manufacturing 
!o., and then list for you the other important and burdensome procure- 
ment safeguards our company faces which make renegotiation, in my 
opinion, redundant and unnecessary. I will close with some of the 
conclusions my managers and I have come to in light of the current 
and potential costs of the renegotiation process. 

In addition to my concerns relating to the John Fluke Manufac- 
turing Co., the association also has a number of views about additional 
important aspects of this bill. In lieu of an oral presentation of these, 
I would respectfully request that the WEMA position paper entitled 
"The Impact of H.R. 4082 on Small Business," be made a part of the 
record following my remarks. 

Mr, MiNiSH. Without objection, it is so ordered. 

Mr. Fluke. Thank you. 

Before I begin my general testimony, I would like to thank and 
commend you, Mr. Chairman, for an improvement we note in this bill 
over the version considered in the 94th Congress. 
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Increasing the minimum floor for rene^iation from $1 to $2 
million is a positive step I hope will be built on during your action 
on the bill this year. 

With your indulgence, I would like to talk a little bit about this 
company, because I think it is germane, even though it takes a little 
time. 

The John Fluke Co. was founded in 1948 as a sole proprietorship 
operating out of the basement of the founder*s home in I^pringdale, 
Conn. It had the same purpose then it has today — namely, the engi- 
neering, manufacturing and marketing of commercial, off-the-shelf 
electronic test and measuring equipment. 

While the 1948 products were crude by today's standards, tliey none- 
theless contributed distinctly to the science of precision measurements. 
We think that our present day products still do. In 1952, the company 
was moved to tlie Seattle, Wash., area and substantial growth oc- 
curred, generated from within by the sale of proprietary products 
in the competitive marketplace. Public offerings of stock were made 
in 1959 and 1962, paving the way for a growth pattern based upon 
new products brought to the market through continuous innovation 
and planning in design, modem cost effective manufacturing tech- 
niques, and a suitable marketing structure. In 1966, our international 
corporation was formed, intensifying the worldwide competition begun 
during the ''basement days." 

For our latest fiscal year, shipments were $49.2 million. Toward 
the end of 1976, the work force exceeded 1,800 people, and total pay- 
roll for the year was well in excess of $15 million. This year we paid 
Federal income taxes of $2.3 million, and total taxes within the 
United States of nearly $4 million this year. 

While most of our sales are derived strictly from the commercial 
marketplace, many Grovemment applications require test equipment 
with capabilities identical to those required by industry. So our cus- 
tomer base also includes both civilian and military Government agen- 
cies. Typical Government applications are research and calibration 
laboratories, general purpose maintenance equipment at flight line, 
base shop, and depot levels, as well as bench and field test equipment for 
civilian and military communications programs, pollution control, 
process monitoring and other applications closely alined with indus- 
try. No Fluke product has ever been developed solely for the Grovern- 
ment or at Government expense. 

We have been able to design and manufacture products and success- 
fully compete in the marketplace, generally producing sufficient profit 
from the operation to satisfactorily finance growth of the company. 
The stockholders have never been paid a cent in dividends to date, 
and seem to be content to see the profit used for growth. All of this is 
consistent with what we think are the best ideals of the free enterprise 
system. 

In examinin&r how our sales dollars are spent, we find about 45 per- 
cent consumed in th e ma nufacturing process. I expect this is repre- 
sentative of many WEMA member companies. Marketing costs 
amount to some 20 percent, and general/ad '^ expenses add 
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about 8 percent, again probably in line with many similar companies. 
We try to invest 10 percent of sales back to our lifeblood engineering 
effort for new products, and currently we are close to that number. 
We have a profit-sharing plan and that, together with other expenses 
such as interest on money, adds about 3 percent more to expenses. At 
this point, we are left with 14 percent of our sales dollar. 

The Government now steps in for a 46-perccnt bite off the top, leav- 
ing approximately 7.5 percent of our sales for that controversial thing 
called "profit." 

Here I would digress. For every dollar we take in, 92^ cents is 
spent for other things, leaving us with 7i/^ cents. No matter how we 
raise money, this 7.5 percent has to pay for all of our growth, all of 
our debts, all of our land and improvements, all of our new machinery 
and equipment. And, hopefully, someday there will be something left 
over tor the stockholder owners of the company. 

Mr. Chairman, we calculate the Renegotiation Act now results in an 
annual direct cost to the company of $12,000 just to fill out the neces- 
sary forms. It so happens that I have a copy of the printout it takes 
to compile our renegotiation form. 

Here it is, right here, and it is very good exercise for me to even 
lift it 

The sum, $12,000, however, does not include a lot of costs that we 
cannot easily trace. For example, I have an associate here, Mr. Louis 
Washburn. It cost over $2,000 for us to come here, spend the time we 
have, and testify, which I think is part of the democratic process, and 
which we are required to do. But the money this trip cost does not 
come off of the trees. 

Likewise, there are a number of activities going around the com- 
pany that are hard to trace, that become sink holes for money in the 
pursuit of this process. For example, how many of the purchase orders 
we receive are renegotiable ? Frequently the purchase orders we get 
will show that they are, but some of them are vague. We have to go 
chase those, in the interest of integrity and honesty, and this becomes 
a very difficult and expensive job. 

I want you to know this, this $12,000 is what we can honestly put 
down that is easily definable, but it is a long way from the total cost 

Perhaps if I had to make a guess, sir, I would say that in our com- 
pany it IS probably twice this. That, however, is a guess, you should 
realize. 

EDP reports are necessary to sort out, by individual instrument 
model number, the percentage of commercial sales versus renegotiable 
sales, in addition to identifying standard costs to allow reporting these 
costs for nonexempt items. 

Examination of our renegotiation reports is quite revealing. Our 
report in 1975, for example, shows that our profit on the items that fell 
into the renegotiable sales category were 6 percentage points lower 
than the profit percentage for the nonrenegotiable (commercial) sales. 
Tliis is a vivid demonstration that the truth in negotiations law, cost 
accounting standards, erosion of cost recognition for necessary busi- 
nees expenses, and a steadily increasing number of other regulations, 
tie driving the profits f romour Government business to unacceptably 
low levels— levels that will not support our growth. 
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Tl-jrin^ to live with existing regulations^ even aside from the Be- 
negotiati<m Act, is a discouraging, uphill battle. When we prove rea- 
sonableness based on pricing data, it is usually rejected. When we 
modify a product slightly to oetter suit a Government application, we 
find tM auditors claim it is no longer a commercial product. When we 
demonstrate the applicability of the commercial product definition, 
die Government Ukkes the opposite position and wins by omnipotence. 

The Defense C<mtract Administration Services (DC AS) has grown 
in importance and authority, ever watching over our shoulder to assure 
strict enforcement of the regulations. The Defense Contract Audit 
Agency (DCAA) is heavily staffed with auditors that seem to find it 
necessary to force complicated and expensive cost-plits rules onto 
much of our fixed-price Government business. 

While we are talking alx>ut the present state of affairs, I might use 
our experience to counter the argument that says there is little true com- 
petition in defense work. I can tell you that 95 percent of our contracts 
were either formally advertised or negotiated in the face of competi- 
tion varying from moderate to severe, usually depending on order 
size. 

If the Renegotiation Act is renewed, and reporting is required "by 
division and by major product line within a division," we calculate our 
company costs for the purely mechanical aspects of complying would 
escalate between 67 percent and 200 percent^ The actual amount would 
depend up(m the Board's unpredictable interpretations of what our 
product lines are, regardless of the fact that all our products are elec- 
tronic test and measuring equipment. 

So the cost of the Minish bill for one small contractor could be 
$20,000 and as high as $36,000, not including one-time costs such as 
EDP reprograming, personnel training, and other incidental costs. 

One of the most puzzling aspects of the proposed new act which 
seems directly aimed at ccmipanies like ours is the new treatment of 
commercial articles. To us, increasing the nongovernment sales required 
for the standard commercial exemption from 55 percent to 75 per- 
cent, plus the elimination of the class exemption for modified commer- 
cial products, will mean total disclosure of our costs for most of our 
defense sales. We can also assume that total disclosure will then set the 
stage for the unilateral disallowance of some percentage of our profit 
from all renegotiable sales regardless of profit levels on commercial 
sales or the profit necessary to sustain growth. 

We do not believe there is sound reason to attack the commercial 
product segment of industry in this manner. Commercial prices set in 
free competition, are actually the most finely-tuned indicators of the 
true value of a product it is possible to find. 

There is nobody in the instrument business that did not get there 
from the basements, and this includes Hewlett-Packard Tecktronix, 
which is the next largest in size. All of these people sell in competition 
with each other. We all do. It is not possible to be in this business with- 
out being competitive. The profit percentage, as I mentioned, is about 
the same throughout the industry. There are some lower, one or two 
slightly higher. But this is a pretty good indication of profits necessary 
to the industry. 
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It is that process of continual competition, I can assure you, sir, and 
with all due respect to government operations, is a far more relentless 
and exaicting process than I perceive of any existing or new legislation, 
or I believe I ever shall see. 

Those who might question the validity of commercial prices as com- 
pared with prices of similar products for the Government might be 
interested in the recent study by a task force of the Defense Science 
Board. I was privileged to chair this task force which was authorized 
by the Deputy Secretary of Defense, Bill Clements, and chartered to 
investigate the merits oi using more off-the-shelf electronic test equip- 
ment to save money for the Defense Department. 

This committee had 15 members, including 4 flag rank officers 
and all 11 from industry. All meetings were announced well in advance 
and were open to the public and press — a first for an advisory group 
to DOD. 

These in my hand are the two copies of the reports describing the 
work of this task force. One copy follows these remarks. 

It was the conclusion of the committee in its findings dated Febru- 
ary 1976, that if DOD were to specify and buy more off-the-shelf elec- 
tronic test equipment and utilize more commercial support services, we 
could realize a savings of $80 million annually. 

These savings for just one line of product reflect the value of com- 
mercial pricing of competitive items. 

I suggest to you that if this were applied more broadly, we would 
have a much more effective way to save taxpayers' money than the 
renegotiation of profits in peacetime. 

I would respectfully request that the executive summary of the 
recommendations of the Task Force on Electronic Test Equipment, 
appended to my statement, be made a part of the record at the end 
of my remarks. 

Mr. MiNiSH. Without objection, it is so ordered. 

Mr. Fluke. I will go on. 

In addition to the virtual elimination of commercial exemptions, I 
strongly object to the provision in the bill which would allow invasion 
of our most proprietary data. It would require the disclosure of our 
cost and pricing data even for those items that are lOO percent com- 
mercial and otherwise exempt under the new definitions. 

Having told you about the impact of the renegotiation process on 
my own company, let me outline for you briefly what is to me the most 
galling irony of this whole thing. It is that when you consider the 
sophisticated and expensive procurement safeguard, that are in force 
today which were not available when renegotiation began, the very 
high cost in dollars and in discouragement of competition that re- 
negotiation creates cannot be justified. 

The protections against excessive profits this law was aimed at 
have been provided, and doubly guaranteed by subsequently enacted 
procurement safeguards. TTie act has become an unnecessary drain on 
the Federal budget and an essentially punitive burden on business. 

Taking defense procurement first, after World Wax* II, on the 
authority of the Armed Services Procurement Act of 1947, the De- 
partment of Defense published the Armed Services Procurement Reg- 
ulation (ASPR) as the basic military procurement document. 
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These regulations are currently divided into 27 sections plus appen- 
dixes A through Q. They are completely updated each year with re- 
¥isi<Mis and changes during the year implemented through issuance of 
Defense procurement circulars (DPC's). The ASPR is supplemented 
by additional procedures issued bv eacli military- sendee, such as the 
Xavy procurement directives (Xl^D). The Department of Defense 
also issues Department of Defense directives, instructions, and manu- 
als to further establisli specific policies, procedures, and informaticHi 
c<Hicemed primarily with procurement. 

The Defense Contract Audit Agency — DCAA — was established in 
June 1965, under the direct authority and control of the Secretarj' of 
Defense. The DCAA has approximately 350 field audit offices and 
approximately 4,000 employees. 

The DCAA provides accounting and financial advisorj' services to 
all defense components responsible for procurement and contract ad- 
ministraticm. These services include evaluating the acceptability of 
costs claimed or proposed by contractors evaluating plans for imple- 
mentation for submission of cost and pricing data, and reviewing the 
efficiency and economy of the contractor's operations. 

Other Government agencies may request DCAA's sen-ices. DCAA 
has developed the Defense Contract Audit Manual to prescribe audit- 
ing policies and procedures, and furnish guidance in auditing tech- 
niques, audit standards, and technical policies to be followed by 
DCAA personnel during the contract audits. 

Precontract DCAA audits, and so forth, and verification of catalog 
prices as submitted by contractors is a standard procurement proce- 
dure today. Frequently, DCAS or agency price analysts do this verifi- 
cation all over again. 

The various Government procurement agencies also have access to 
the contractor's performance data from prior contracts as well as hav- 
ing GrOvemmentpers<mnel within many contractor plants. 

As such, the Government has access to all support data before the 
contract is signed. 

Post Award Audits (Public Law 90-512) contains provisions which 
gives the Agency the right, for 3 years after final payment, to examine 
the contractor's books, records, documents, and so forth. 

Another Grovemment agency concerned with the procurement func- 
tion is the Defense Supply Agency. This body within the Department 
of Defense provides support to the military services, other DOD com- 
ponents, Federal civil agencies, foreign governments, and others as 
authorized. 

One of the several functions it performs is contract administration 
services. These services are generally provided by the 11 Contract Ad- 
ministration Services Regions — DCASR's. Examples of the services 
provided include contract performance administration, contract com- 
pliance, and financial and administrative management activities. 

During the performance of the contract and after the completion of 
the contract, but prior to final payment, the contractor is required to 
prepare and submit various data on the contract. This data submis- 
sion often requires reviews by various Government personnel and 
often includes an audit to determine the allowability of costs incurred. 
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The Truth in Negotiating Act (Public Law 87-663) requires certifi- 
cation of cost or pricing data. These data must be furnished on form- 
alized, prescribed, contract pricing proposal forms — ^that is, form 
DD~633. This law also provides for the performance of defective pric- 
ing reviews and subsequent recovery by the Government where the 
Government agrees to a higher price because the contractor failed to 
provide accurate and complete current cost and pricing data. 

In 1970, Public Law 91-379 created the Cost Accounting Standards 
Board — CASB — ^to establish cost accounting standards and other re- 
quirements for negotiated defense-related Federal Government 
procurements. 

The law establishing the Board states that all "relevant Federal 
agencies" are bound by Board regulations. The Board's definition of 
a "relevant Federal agency" is "a Federal agency making a national 
defense procurement and any agency whose responsibilities include 
review, approval, or other action affecting such a procurement." 

Although the nondefense contracts are not bv statute subject to the 
jurisdiction of the Cost Accounting Standards Board, the General 
Services Administration has applied, with certain exceptions, cost ac- 
counting standards to negotiated nondefense contrads by its own 
regulations. 

Since the establishment of the Board, a large body of burdensome 
regulations as well as cost accounting standards have been issued 
covering a variety of subjects, with many more in draft form or under 
study. 

Tne basic procurement regulations of the civilian agencies of the 
Government are contained in the Federal Procurem(ent Regulations — 
FPR. TTiese regulations are prescribed by the Administrator of Gen- 
eral Services under the authority of the Federal Property and Admin- 
istrative Services Act. 

In addition, the National Aeronautics and Space Administration, 
the Energv Research and Development Administration, and the Gen- 
eral Services Administration have each issued detailed implementa- 
tion regulations to the Federal Procurement Regulations. 

The GSA contracts contain a special price reduction clause. This 
clause requires the contractor to pass on to the Government any price 
reductions or discounts which may be offered to others after the date 
of the offer to the Government. 

The Comptroller General and GAO as an agent of Congress exam- 
ines payn^ents made under Government contracts and may disallow 
them if they are not proper. He may also rule that the contract is not 
binding on the Government if it was entered into contrary to statutes. 
In addition, certain clauses in contracts awarded by negotiation — both 
fixed price and cost type — authorize the Comptroller or his authorized 
representatives to audit the books of the contractor. 

In addition to these formal enactments, there have been other sig- 
nificant changes such as the heavy new reliance on fixed price con- 
tracting. This is an entirely healtny development which we, as tax- 
payers, commend. 

It should be remembered, however, that fixed price contracts very 
effectively shift the risk of loss in a contract onto the contractor. Tlie 
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justification for this has been whatever profit he can then make after 
winning the contract in open competition should be his own. It is 
grossly unfair for the Grovemment to insist on having it both ways bv 
then ^^renegotiating" these profits back, leaving the contractor with all 
the risk and none of the benefits of the sale. 

Here again, I would emphasize the value of the competitive market- 
place in doing a better job than any artificial method can do. 

I would also say this, if I may, parenthetically. There are probably 
two parts to this whole thing. One are the special weapons systems, 
where they are one of a kind, designed for a specific thing, as com- 
pared to the proprietary product catalog described tvpe of manufac- 
turer that exists, such as 1 do in my company and tnose that I com- 
pete with — I am not an expert on the large system business. 

I suspect we are going to lose some of these people, and I think they 
are being treated wrong in some of these respects, but I certainly feel 
I am an expert in the area 1 am engaged in in business. 

I think the market base is a far better throttle than otherwise. 
Another very important indirect improvement that augments all of 
the above procedures has been the development of automatic data 
processing capability. 

.^alyses today can be routinely conducted in a detail that was eco- 
nomicallv impossible in 1951. 

A final, intangible but important change in the procurement climate 
has been the general upgrading of salaries and professional qualifica- 
tions of the 1^'ederal personnel engaged in all parts of the process. 

Since we are now paying these people substantially higlier salaries, 
it is reasonable to expect a higher level of professional competence 
throughout. 

After satisfying all the requirements and i)rocedures noted above, 
the contractor's profits, if any, are finally subject to taxation, requir- 
ing him to share with the Government any profit he may have earned 
on his governmental sales. 

While this list makes no claim to completeness, I hope you will agree 
that it demonstrates the multiple layers of agencies and procedures 
that today oversee Federal procurement. 

Overlaying all of these procedures and agencies with still another 
which uses different and somewhat conflicting standards, is more than 
necessary. From our point of view, it looks punitive. 

Now, as chief executive officer of this company, my managers and I 
must look at the cost of renegotiation, its redundancy, and the pos- 
sibility of it being made even worse. We then have to ask ourselves 
some very sobering questions. Can we afford to sell to the Federal 
Government? How much low profit Aigh regulation Government busi- 
ness can we offset against our more adequately profitable commercial 
business and still maintain our growth? How much can we ask the 
commercial customer to subsidize our Government business and still 
reniain competitive? Will our competition opt for less Government 
business and beat us in the OMnmercial marketplace ? 

If H.R. 4082 becomes law, exposing our low Government profits to 
even further attak and threatening the integrity of our vital proprie- 
tary data, what will we do ? I am here to tell you that my company will 
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wind down its Government business. Specifically, we will take the fol- 
lowing actions : 

First, we will selectively remove our products from the Government 
market. 

This is not a threat, gentlemen, I am simply saying that we will take 
a look at Government business on the basis of that it provide a return 
on what we can keep the business going. This will happen over a period 
of time. 

Second, we will no longer design, modify or test our products to per- 
form under the extreme environmental conditions needed only by the 
(Tovernment. 

Third, we will streamline our organizational structure to remove any 
emphasis on Government marketing. 

Gentlemen, I sincerely believe you would reach exactly the same 
conclusions if you were wearing my shoes. 

I thank you for your kind attention and will be pleased to answer 
any question you may have. 

Before I close, I have another little comment to make, or maybe 
two more, if I may, sir. 

One pertains to November 4, 1940. 

Contrary to what Mr. Meeds said, I got my commission in the Naval 
Reserve from the University of Washington Naval ROTC, and was 
very privileged to have this opportunity. I finally wound up being 
ordered to active duty, and that is where I met Admiral Rickover, 
another greatly appreciated experience, although I don't always agree 
with the gentleman. 

The think that I noticed in the days following November 4, 1940, as 
we got going on the protection of this country from the war tliat 
threatened at that time, and specifically concerned with the degaussing 
of naval vessels which was protection against magnetic mines, was the 
appalling scarcity in the number of reputable contractors to the Navy, 
in the period between World War I and World War II, who no longer 
wanted to deal with the miltary because it was not profitable to do 
so because of redtape and excess costs. 

Let me give you a very simple example, if I may. 

Admiral Rickover ought to be interested in this, also, because he 
was right there with me on this thing. It was under his directi<m that 
a great deal of this was done. 

Let us take a class of destroyers built in five different naval ship- 
yards. 

Supposing on that ship they had a number of 5-horsepower motors 
driving ventilating fans with appropriate controllers to start and sU^ 
them. It took a special authorization, a special qualification, for each of 
those destroyers, or class of destroyers, rather, to qualify that partic- 
ular gear for those ships. 

Now, let us say five more of a class were to be built in the same five 
yards. They could be cruisers, destroyers, or other types. The approval 
process had to be gone through all over again just for the purpose of 
qualif>'ing what was a standard catalog item and which had already 
been approved. 
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This was so severe that it was nearly impossible to fight the war. 

Now, for some reason, this count r>' — an<l the country's huivaucracy 
has a penchant for procedures that cost too much money, that divert 
capital from where it could very much better go in producing jobs for 
the welfare of this country and improving its economy, and instead 
wasting it on procedures that are discouraging to enterprise, or dis- 
couraging to individuals, or punitive to those people who are trying 
to do a job. 

Another thing I might say is this comment. 

Mr. Chairman, I believe you expressed some concern earlier in these 
liearing that the commercial article exemption is too loose, that the 
Oovemment needs cost and profit data on all commerial products. 

Your bill would exempt from negotiation of products those products 
liaving more than 75 percent commercial sale, which does i-equire cost 
and profit data on these items. 

If this is your concern, wouldn't it be much fairer to repeal the com- 
mercial act and let the commercial contractor know at the outset, 
rather than trap him with a surprise demand for submission of cost 
and profit on proprietary items long after the completion of the con- 
tract. 

If it is the policy of the Government to discoura^ selling to the 
Gk)vemment, then spell out the rules before contracting, rather than 
pose this most unfair, one-sided, hindsight tactic. 

Sir, this completes my testimony. I very much appreciate having 
the opportunity to give it. 

My emphasis, where I have used it, is for that. 

I would ask those of you who favor this bill to consider its impact, 
and I would respectfully request that a better answer be found than 
what I see existing at the present. 

Thank you, sir, very much. 

[T he material referred to by Mr. Fluke in his oral statement, a 
WEMA position paper entitled "The Impact of H.R. 4082 on Small 
Business,^* and a report by the task force of the Defense Science 
Board entitled "Executive Summary — Use of off-the-shelf electronic 
test ecjuipment to reduce costs, shorten leadtimes, assure reliability, 
and simplify logistics," follows :] 
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THE IMPACT OP H.R. 4082 ON SMALL BUSINESS 
A WEMA Position 



March 30, 1977 



Small, high-technology companies are famous for their innovation 
and productivity. Consumers in this country are used to the idea 
that better and better electronics products become available for 
less money every year. The critical contribution these companies 
make to our national defense and to the U.S. balance of trade is 
is also widely known. 

What is less visible and less well understood is that small, 
innovative companies generate substantially more jobs per dollar 
invested than larger, more mature companies. A recent study by 
the MIT Development Foundation showed, for instance, that the 
young high-technology companies studied, with sales only 2% as 
great as the mature companies in this study, nevertheless hired 
34,369 people, or 34% more than the 25,558 hired by the mature 
companies over the five-year study. 

The aggregate contribution these companies make to our economy and 
employment nationwide is enormous. Yet, they suffer disproportion- 
ately from the smothering effects of Federal over regulation. 
There is no better example of this than the unnecessary, duplica- 
tive and horrendously expensive process of renegotiation. 

Firms competing in high technology are competing in a very risky 
environment. Successful contract performance often depends on 
achieving technological breakthroughs. If these advances are 
successfully made, the firm may earn healthy profits. If not, the 
company often suffers substantial losses. This risk is real, not 
imagined . In 1975, according to the annual report of the Renegotia- 
tion Board, of the 2,385 total contractor filings reviewed by the 
Board, fully 35% showed a loss ! The failure rate for small 
business is high enough without adding the risks inherent in the 
renegotiation process. It is not surprising that so many smaller 
high-technology companies decide the risk/reward climate of 
government contracting is unsatisfactory, and therefore choose not 
to compete. Expanding the renegotiation process, as contemplated 
in the Minish Bill, H.R. 4082, will not only keep them away, it 
will drive others out of the field; thereby diminishing the quality 
of competition for defense procurement and inevitably damaging 
our defense effort. 

The most objectionable features of the bill to small business 
include: 

Making the Renegotiation Act Permanent 

Renegotiation began, and can only be justified today, as a response 
to wartime procurement pressures. The only Supreme Court decision 
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Upholding the process was Lechter v. U.S. (334 U.S. 742) in which 
the court held: 

"The Renegotiation Act was developed as a major wartime 
policy of Congress comparable to that of the Selective 
Service Act. The authority of Congress to authorize 
each of them sprang from its war power. Each was a 
national policy adopted in time of crisis in the conduct 
of total global warfare." 

The shift of jurisdiction over the Act from the revenue raising 
Ways and Means and Finance Committees demonstrate Congresses' 
awareness that the Board cannot seriously pose as a revenue 
generating body. The only times significant excess profits have 
ever been recouped were periods of war. The fact that Congress 
has repeatedly examined the Act and repeatedly granted only 
temporary extensions is further proof of this. 

WEMA believes the Board should be activated only as needed in 
wartime. Therefore, in lieu of H.R. 4082, it supports H.R. 5257 
introduced by Congressman NcCloskey and S. 822 sponsored by 
Senator Nathias. 

Product Line Reporting 

The original 1942 renegotiation statute was changed in 1943 from a 
contract'bycontract renegotiation to the present method of 
permissive aggregating, both to permit offsetting of low profit or 
loss contracts as well as to lessen the administrative problems of 
the Government and the contractor. It's important to remember 
that the Board has continued to have the power in its evaluation 
process to obtain information by profit center or type of contract 
whenever, in its judgment, that information was necessary. 

WENA believes the Ninish Bill is seriously misguided in requiring 
the Board to renegotiate by division and major product line, no 
matter whether the Board, in its professional judgment, feels it is 
appropriate or not. Statutory straitjackets like this inevitably 
lead to higher costs and loss of efficiency. The bill mandates this 
form of renegotiation regardless of its costs or usefulness, but 
does so without defining what a "major product line" is. 

Absent a definition, a Small business faces the risk of administra- 
tive interpretations which could immobilize them from competing 
for federal contracts. For example, a company may believe they 
have one product line consisting of electro-optical and infrared 
instruments, components and systems. If this definition is 
accepted by the Renegotiation Board they have no problem and 
no change in their previous reporting procedures. However, this 
"product line" could be further broken down into aerospace instru- 
ments, laboratory instruments, infrared detectors, etc., each of 
which could be considered a "product line." Having to break them 
down this way could create horrendous paperwork, accounting and 
reporting problems. The bill intends that there be no opportunity 
for a trade off of losses against profits between these narrow 
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product lines. Therefore, the company would have to decide 
between no longer selling to the Government or raising its 
prices to the Government for those products with little or no 
profit. 

Smaller companies generally do not have sophisticated data process- 
ing and accounting procedures, and there is serious doubt that 
small businesses have the expertise to obtain data in enough 
detail to ensure compliance. Even the largest corporations in the 
country are having enormous problems with the FTC's Line of 
Business Report. Small companies would be swamped. 

Another problem for many product lines is that costs in the first 
year or two often exceed selling price and only in later years do 
the prices yield fair profits. Thus, over the life of a product 
line, the profits and losses even out. Product line renegotiation, 
which would prohibit offsets between lines at different points in 
this cycle, would mean the Government would be recouping what might 
appear to be "excessive profits," thereby forcing the contractor 
to "eat" his start-up losses. Most high quality companies will 
pass up a steady diet of such losses. 

Commercial Exemption 

Increasing the nongovernment sales required for the standard 
commercial product exemption from 55% to 75%, combined with the 
need for voluminous cost and pricing data to support the claimed 
exemption, would put a tremendous demand on small companies. They 
would have to submit information they are not accustomed to 
generating in the normal course of business. Small businesses 
typically have neither the equipment, the time, nor the expertise 
to ensure that records are kept in a manner to support an exemption 
under the Act. The current 55% test ensures the Government is 
paying a price no higher than the true value of the product. 
Raising it to 75% makes this more of an illusion than an 
exemption. 

Mandatory Audits 

Unless Congress now views the renegotiation process as primarily 
punitive, or as a hidden public service job program, it is very 
difficult to understand the requirement that every submission be 
audited, no matter what the need in the judgment of the Board. It 
should be apparent from reading many financial statements that 
there is no possibility of an excessive profit and therefore no 
necessity to spend Federal funds — and the small businessman's — on 
a further audit. 

Contractors and subcontractors are already required to submit a 
copy of the company's annual report, audit report by independent 
public accountants, and a statement reconciling the sales and 
profits reported in these published financial reports with the 
sales and profits reported to the Renegotiation Board on the RB 
Form 1. Furthermore, these figures must tie in to the profits 
reported on the company's tax return. 
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The Board already has the authority to request froa the federal 
audit agencies as aany audits as it feels necessary. But this 
bill, which begins by talking about upgrading the professional isa 
of the Board and staff, iaaediately ties their hands and requires 
mandatory audits. 

Conservative estiaates of the number of full-tiae federal auditors 
It. would take to perfora this useless exercise range as high as 
4,000. In addition to the enoraous direct cost of 4,000 federal 
-e^loyeesi the cost to saall businesses for their own personnel 
and outside CPAs to cooperate with these audits would be staggering. 

7he penalties for furnishing false or aisleading inforaation 
iprovided in Sec. 7 of the bill, coabined with the data already 
required, is aore than sufficient to protect the governaent. 

Interest Penalties 

Under the present law, interest aust be paid on an excessive 
profit deteraination froa the date of deteraination. Under the 
Minish Bill, interest would be paid froa the close of the coapany's 
fiscal year in which the contract was coapleted. According to 
tfte Bo3: • 1975 report, it now takes an average of 4.8 years to 
conclude a case involving a refund. Host of this delay has been 
outside the control of the contractor and it is very inequitable 
to force hia to pay for it. 

This penalty is also inconsistent with the way the Governaent 
treats itself. In a procureaent dispute today, the Governaent 
only pays interest froa the date the contracting officer decides 
against the governaent — not froa the tiae the disputed incident 
occurred. 

Since Sec. 7 of the bill already provides substantial civil 
penalties for late filings, this additional "spur to proaptness* 
is unnecessary and punitive. 

The Growth of Saall Businesses 

A final point should be aade about the existing law. In the past, 
the Renegotiation Board has refused to recognize that the growth 
rate of saall businesses needs to be auch larger than that of 
large businesses in established aarketplaces. A saall business 
may have to obtain a return on net worth soaewhere in the 50% 
range to generate enough capital to ensure its viability and 
future growth. Established businesses can obtain outside capital 
at reasonable rates and do not need to earn net worth percentages 
at this level. unfortunatelY the Board usually will not differen- 
tiate between the return on net worth of a large established 
company and a saall coapany in a high growth aode. This saae 
reasoning applies to an entity's percentage of pretax profits. 
The Minish Bill would continue this practice and its haraful 
effect upon saall business. 

KH/sdr 
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Use of off-the-shelf 
electronic test equipment 
to reduce costs, shorten 
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and simplify logistics 
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EXECUTIVE SUMMARY 



This summary presents 28 recommendations based on the 
studies and del Ibe rat Ions over the past year of the Electronic 
Test Equipment Task Force of the Defense Science Board. The 
Task Force proposes methods of implementation for each of its 
recommendations and estimates that prompt and orderly imple- 
mentation will yield savings on the order of $80 million per 
year These aavings are tabulated under ''Magnitude of Potential 
Savings," the last section of this summary. 

The Task Force was established by the Department of Defense 
(DOD) on October 25, 1974: 

... to examine the greater use by the DOD of privately 
developed, commercially available off-the-shelf electronic 
test equipment Including modification thereof with the 
goal of achieving economy and reliability benefits for the 
several Armed Services and to reconuQend policies and 
procedures which will maximize these benefits. 

For purposes of the Task Force report, electronic test 
equipment Includes all electronic devices used to measure, 
gauge, teat Inspect diagnose or otherwise examine materials, 
supplies and equipment to determine compliance with require- 
ments established In technical docunenta Of f-the*shelf elec- 
tron 1 c t e s j e qu Ipmen t (OIS ETE) la that electronic test equip- 
ment which is a developed product In tegular production sold in 
substantial quantities to the general public at an established 
catalog price. Modified GTS ETE is any such equipment that has 
been modified even to a minor extent — such as by the addition of 
a military nameplate. 

TASK FORCE APPROACH 

The Task Force approached its work by comparing private 
business methods with DOD methods for acquiring electronic test 
equipment . 

The Task Force met numerous times during 1975, and nearly 
all members attended every meeting. In each case when a member 
could not attend, he was represented by a person with authority 
to speak for him. At these meetings, the general public, usually 
between 50 and 100 people, participated in the discussions. 
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Three Working Groups were farmed — ReqiilreEaefitit Procuresent 
Practices, and Logistic Support. the»« groups held aeny aeet- 
Inge, vlaited various repair end calibration fecilitiee, end 
heerd presentationd by selected dgenclea anil groups. They eleo 
evaluated A greet deel of Information subaltted by Industry end 
governmeat However, ell racotimendatlonB of the Tesk Force were 
discussed end voted on In plenary session. 

THE ELECTRONIC TEST EQUIPMENT MARKET 

According to e report by Creetive Stretegies, Sen Jose, 
California, in calendar 1974, sales of electronic test instru- 
ments by U.S, manufacturers came to $1.39 billion ( Electronic 
Neva, December 8, 1975). For the aame period th« Departa^nt of 
Conmerce reports that U.S. manufacturers shipped testing* aeasure- 
ment, end enalyzing equipment (Product Code 302 S2) valued at 
more than $1.25 billion (Su_rve;y of aualnefls , August 1975). 

Owing to differences in dessificetion end procurement 
reporting systems among the Department of Conmerce, the Depart^ 
ment of Defense, end prime contractors who buy to meet needs of 
defense programs, DOD's share of the total merket cennot be 
accurately determined. However, based on procurement reports 
for fiscal 1975 (excludir.^ w«apon*syatem monitoring automatic 
test equipment*), it is estimeted to be between 35% end 40X. 

Excluding automatic test equipment (ATE), in fiscel 1975 
total procurement of electronic test equipment (ETE) for DOD is 
estimated et $467 million, broken down es follows: 

Purchasea by major system 

prime and subcontractors $233,000,000 

Purchases over $10,000 by 

military agencies .184,000,000 

Purchases under $10,000 by 

military agencies 50.000,000 

Total $467,000,000 



* ATE is difficult to estimate in total. The total amount spent 
on diegnostic ATE can be estimated fairly accurately by suppliers, 
but total sales of weapon-system monitoring ATE is unknown. 
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Contractors do not separately report ETE purchases made In 
support of DOD major weapon ay seems. However, based on sales to 
prime contractors by Industry merabers of the Task Force, the 
Task Force estimated that such purchases (excluding those for 
weapon-system inonltorlng ATE) reached a total of about $233 
Billion in fiscal 1975. 

ETE purchases in excess of $10,000 by the Military Services 
reached a total of $184 million In fiscal 1975 (DOD Comptroller 
Report on '*Military Prime Contractor Awards, 1975," p. 15). 

It is estimated that ETE purchases under $10,000 by the 
Military Services reached a total of about $50 million in fiscal 
1975 (based on GSA estimates of military purchases through 
Federal Supply Schedules plus estimates by the Task Force of 
other military purchases). 

Of the total purchases by the Military Services, ETE valued 
at about $57 million was procured through General Services 
Administration multiple-award Federal Supply Schedules (GSA 
estimate provided to the Task Force in its letter of December 23, 
1975). 

Based on data provided to the Task Force in March 1975 by 
the Army, Navy and Air Force, the Military Services have a 1975 
ETE inventory carried at original cost of about $1.8 billion, 
broken down as follows: 

Army $636,600,000 

Navy /Marine Corps 726,719,000 
Air Force 438.500.000 

Total $1,801,819,000 

GENERAL CONCLUSIONS 

Study, analysis, and professional judgment led the Task 
Force to conclude that: 

• Collectively, private firms buy more ETE for their own 
use than the Military Services and major weapons systems 
contractors buy for defense use. 

• Based on consideration of lifetime costs, ready avail- 
ability, and reliability of equipment performance, private 
firms prefer to buy off-the-shelf electronic test equipment 
(OTS ETE). 
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• When the Military Services buy ETE, they often use 

or go to the great expense of preparlTig « Military Specifica- 
tion or other special purchase description that precludes 
the purchase of highly reliable coapetitively priced, and 
readily available OTS ETE. In naiYy cases, the Military 
Services go through a costly tiffie-consumlrtg process when 
a suitable itca of OTS ETE .ould be obtained through a 
siaplified procurement process to fulfill the essential 
■ilitary need. 

e The use of Military Specifications tends to freeze 
designs in a field noted for its dynamic change. As a 
result, much of the ETE newly procured by the Military 
Services fails to take advantage of advances In design 
embodied in the latest OTS ETE being produced in the United 
States and abroad. 

e Spare and repair parts manufactured to Military Specif- 
ications or other special design ipeclficatlons tend to be 
more costly and take longer to procure, produce, and accept 
than OTS ETE parts that perfom identical functions. Since 
many parts manufactured apecially for the Military Services 
are not interchangeable with their conmerclal counterparts, 
large reserve Inventories must be established and maintained 
to ensure that the parts will be available In the event of 
a national eoiergency. 

e The Military Services tend to use highly complex, 
enormously expensive networks of depots to distribute both 
specially designed and OTS ETE repair parts. To a very 
large extent, the military supply networks tend to duplicate — 
sometimes quadruplicate — the commercial network for the 
distribution of OTS ETE. Use of military depot systems 
rather than the commercial network for distributing OTS ETE 
repair parts far more than doubles the cost and often 
prolongs the time taken In providing such parts to the 
eventual user. 

• The Military Services usually fall to take full advantage 
of manufacturers' or other readily available commercial 
sources for the repair and calibration of OTS and other 
ETE. 

As a result of the foregoing, the Military Services pay more 
than private firms for the purchase and logistic support of ETE 
of equal value, availability, and reliability. 

The main reasons why the Military Services pay more and 
wait longer for ETE and its logistic support appear to be that: 
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• The Military Services tend to overspecify performance 
requirements for ETE. 

• Military procurement regulations, policies, procedures, 
and practices tend to delay and burden the acquisition 
process and thereby inhibit the purchase of OTS ETE, the 
use of OTS repair parts, and the use of commercial repair 
and calibration facilities. 

The dearth of cost accounting data in the Military Services 
tends to hide the full impact of the indirect and overhead costs 
associated with the acquisition and logistic support of equip- 
ment built to Military Specifications and special purchase 
descriptions. 

PROBLEMS AND RECOMMENDATIONS 

The following extracts from the main text of the report 
summarize statements of problems and proposed recommendations in 
each of the 4 major areas related to OTS ETE studied by the Task 
Force: requirements, procurement, logistics, and management. 



REQUIREMENTS 

The identification and statement of requirements is the 
first step in the process of acquiring ETE. Decisions made at 
this time often have a crucial impact on the eventual success or 
failure of an acquisition program. 

The Task Force explored major problems associated with the 
identification and statement of requirements. As a result of 
this exploration, the Task Force closely examined the issues and 
eventually formulated 7 recommendations concerning: Performance 
goals for the support of major weapon systems. Communication of 
"lessons learned." Military specifications. Automatic test 
equipment. Early announcement of anticipated requirements. 

Performance Goals for the Support of Major Weapon Systems 

Problem . When a new major system is conceived and its 
mission defined, the initial performance goals often tend to be 
overambitious. In many cases, all these optimistic goals harden 
into firm commitments before the lifetime costs of ownership of 
the ETE needed to achieve them are adequately taken into account. 

Most of the ETE acquired for the Military Services is 
selected by and procured through major system prime and sub- 
contractors. In many cases, the Military Services, through 
their prime and subcontractors, are not taking full advantage of 
the time- and money-saving opportunities for using OTS ETE. 
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Reco^^HB^^^l. Strengthen Mejor flystem review procedures 
to ensure t&SR f^tlTic ftlaslon requirements are evaluated early 
and eontlnucusly In light of resulting logistic support costs of 
elettronlc subsystems snd complement dry requirements for elec- 
tronic test equipment. Examine policies and procedures currently 
governing the acquisition practices in major dystem prime and 
subcontracting as they relate to the acquisition and logistic 
support of electronic test equipment. Modify these policies and 
procedures as necessary to promote, consistent with mission 
requirements the cost-effective use of off-the-shelf and 
modified commercial electronic test equipment. 

CoHMBunlcat ion of "Lessons Learned " 

Problem. Any attempt to discover the root causes of logistic 
f si lures t delays, and cost overruns that have been associated 
vith major €overnment programs is likely to reveal that "lessons 
learned" (both successes and failures are not being passed along 
systematically in a timely and effective manner. This short- 
coming is particularly evident in the acquisition of major 
weapon systems where — for such reasons as security classification, 
proprietary interest, and the natural disinclination to discuss 
mistakes — there has been a failure to profit from experience. 

Re c ongie n d a t i on 2 , Formalize current procedures to ensure 
the timely Inter-Servlce and intra-Service exchange of "lessons 
learned" in the selection, acquisition, logistic support, and 
use of electronic test equipment required for major weapon 
systems. 

Military Specifications 

Problem . Most Military Specifications for ETE require ETE 
of special design and manufacture. The use of Military Specifi- 
cations is usually warranted when ETE must be custom-built to 
fulfill requirements that are unique to the Department of Defense. 
However, the Military Services often use Military Specifications 
calling for ETE of special design when modified commercial or 
OTS ETE would perform the required function. 

The use of current Military Specifications tends to com- 
plicate and increase the cost of contract administration, delay 
delivery foster the production of ETE of obsolescent design, 
sharply increase the costs of logistic support, and create 
operational maintenance, and calibration problems. Moreover, 
many obsolete Military Specifications remain in the system. 
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RgcoiBiicfvda tUm ^ * Implement a procedure requiring Justifi- 
cation for development of a nev Military Specification where 
off-the-shelf electronic test equipment can meet the requirement. 
Angaent resources as necessary to eliminate obsolete test equip- 
ment specifications in accordance with established procedures. 

Re^oromendation 4 . Raise the priority of the ongoing task 
of revising general Military Specification MIL-T-28800 and 
ensure that it facilitates the procurement of commercial off- 
the-shelf test equipment. 

KecomBendatlon 5 . Reduce overapplication of specification 
re<|ulr events such as: Environmental requirements. Military 
parts oiateriala, and procefises Detailed specifications for 
specific categories of electronic test equipment (for example* 
KlL-0- 24 311— Oscilloscope) Qualified Products Lists (QPLs). 
Purchase descriptions when they are redundant. Ltfe-Cycle 
Costing (LCC) when not applicable. Total Cost Effectiveness 
(TCE)y when not applicable. First Article Testing when inappro- 
priate. Excessive drawing and documentation requirements. 

Automatic Test Equipment 

Problem . Since the 1950' s, advances in electronic tech- 
nology have given rise to a need for faster, more detailed tests 
than can be accomplished with manual test equipment. In response 
to this need, the Government and industry have developed a 
diverse array of automatic test equipment (ATE). This rapid 
growth of ATE in itself has created new technical and management 
problems affecting maintainability, testability concepts compat- 
ibility of prime system electronic design with test languages, 
and operator training. ATE requires a high level of use to 
justify its high initial cost, and its use tends to reduce the 
workloads of many manual, small-volume repair and calibration 
facilities. 

Recommendatlgn 6 . Broaden and intensify DOD/lndustry 
efforts to provide basic guidelines for the design, development, 
acquisition, use, and logistic support of automatic test equip- 
ment (ATE) so as to foster the compatability, versatility, and 
optimum usability of such equlpmenL for military and commercial 
applications Promote the design of primary systems and sub- 
systems so as to facilitate their testability with general- 
purpose automatic test equipment Foster the selection and use 
of a common software test language. Require that the purchase 
of ATE be justified on the basis of adequate study of its economic 
and technical effectiveness. 



Incatlve Su 



Digitized by 



Google 



23U 

Early i— iiiTiMBt of Anticipated tequiri 

Froblgg - Tbe response of electronic test eqwl yen t (ER) 
^iiwif irnirrrm to the needs of tJhti nsrketplnce Is s. Fsncclf nf 
direct sc^Iicltntlon of petentlnl cnstsne^s and pnrt i c ipmt !>■ Mm 
YsrloQS bxjifiWTss formt The ETl ia/tmmttj also atntinn cnrre^ 
ceclmieal deT^Iopner ' - . .' f.-itiv:rs t: assess futLr? electronic 
t.esc mccdji <sf ongoi^ projects. However, the needs r: :he 
Military- Services are not beins conaunlcated to the "I i^f^^stxy 
as effecLlTeli^ as those of potential connercial customers. 

Develop and inplc 
deflE 

requir^ieots la adraafe so that equipment nay be deslfned rather 
than Bodiflcd to the need. 



SnccesafiDi procureneot hingms on tinefy ^ni very cl€>s^ 
cooperation dnos^ u>e conzractir.^ Officer, program wmnmg^s, keg 
tecbnicel specie ists, logistic support pereoaoel, end other keg 
of the |ii mil ni nr tean. 



Tbe Test Force explored m^jor problems essocieted with the 

pi Luiiri Ml nr of £TEf BTE pmrts, end ETB repair and caiilu'atlon 
services As ^ res^^it of this exploretion, Ux TAsk fdme 
close J If mxamined the issaes end famuldted f rm nii^ i* nda tioas 
concerning: Prociwe»ent s^splxfication Co^t of ofnership^ 
XAcreasoef use of bid samples Prxxpective con tractor gv^lifi&t~ 
tioaSm FroliierAtioii co-titrol, t/Mrrmati^, Eaforcemeat of 
ooatrsct terms. Assignment, of cleims. 

Procureaept Simplification 

Problen . DOD procedures for buying off-the-shelf electronic 
test equipment (OTS ETE) are u^oecessarlly cunbersoae. Adninistra- 
tive costs are high and the leadtine for ^cquislClcNi Is long. 
MaxiBun logical use is not being nade of slnplif ied buying 
methods such as Ktltiple-avard Federal Supply Schedules. 

Beciinf nilition 8 . Encouiage naxinun use of Che aultlple- 
award Federal Supply Schedule progran. In coordination vlth the 
General Services Adnlnlstratlon, as a cosc-effectlve and cine- 
saving neans of purchasing off-the-shelf electronic test equip- 
nent. 

Minority te en — fnd a t Ion 8 . Encourage, In coordination vlth 
Che General Services Adnlnistratlon, the Increased use of Che 
nultiple-award Federal Supply Schedule progran as che prlnary 
and preferred method of purchasing of f-che-shelf elecCronic cesc 
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equipment up to the maximum order limit (MOL) due to its 
improved cost effectiveness, minimum acquisition time, annual 
fixed pricing, and control of vendor selection which assures 
multiplicity of suppliers as well as limiting proliferation of 
equipment • 

Cost of Ownership 

Problem . ASPR 3-801.1 states that: "It is the policy of 
the Department of Defense to procure supplies and services from 
responsible sources at fair and reasonable prices calculated to 
result in the lowest ultimate overall cost to the Government." 

Although DOD's policy is to award contracts at fair and 
reasonable prices calculated to result in the lowest overall 
cost to the Governfflenc contracts for off-the-shelf electronic 
test equipment (OTS ETE) are usually awarded to the low bidder 
or offeror since cost of ownership factors are seldom con- 
sidered adequately in the procurement. 

Rcconmendatlon 9 . Provide improved guidelines for evalu- 
ating ownership cost factors in addition to bid price in the 
award of contracts for elec tonic test equipment. 

Increased Use of Bid Samples 

Problem. The benefits of using bid samples and other product 
qualification methods are not being fully realized. 

Recommendation 10 . Revise procurement directives to expand 
and make more flexible the use of bid samples. 

Prospective Contractor Qualifications 

Problem. Procurement directives impose constraints on 
judging contractor qualifications and responsibility prior to 
award. As a result, awards are sometimes made to equipment 
contractors who are unable to provide parts and service support 
after the equipment is put into use. 

Recommendation 11 . Revise procurement directives to more 
specifically authorize consideration of contractor's current 
ability to provide parts and service support throughout the 
economic life of equipment in addition to consideration of con- 
tractor's current production ability and prior performance. 

Proliferation Control 

Problem . Proliferation of different makes and models of 
electronic test equipment (ETE) in the defense inventory results 
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in high operating and logistic costs. Proliferation Is Increased 
by awards to aarginal suppliers and by retention of obsolete 
inventory. 

Rccomaeftdatlon 12 . Establish DOD guidelines for standardi* 
zatlon that provide for maximum use of off-the-shelf electronic 
test equipment while taking Into account operating and logistic 
costB obsolescence! competition, and the advancement of test 
equipment technology. 

Recommendation 13 . Recognize that Preferred Item Lists 
(PILs) are a method of limiting Inventory and related support 
requirements for electronic test equipment. PILs are valuable 
man.3 gene Tit tofils but should not be so restrictive as to limit 
purchase to A stngli^ manufacturer's piece of equipment when 
similar off-the-shelf equipment is available. 

Minority RecotnmendatlQn x3 . Preferred Items Lists (such as 
KIL-STD-1364) are the preferred method to catalog specifications 
and requirements for representative electronic equipment includ- 
ing of f-^the^shelf electronic test equipment. These PILs are 
only to Indicate salient or general limited specifications. 
They must not define a single manufacturer's piece of equipment 
unless it is controlled by a MIL-SPEC and Government-owned 
drawings are available to make it producible by more than one 
manufacturer. 

Warranties 

Problem . Internal administrative procedures make it difficult 
for Government agencies to take advantage of warranties. The 
complexity of procedures related to shipping, property account- 
ability, identifying responsibility for malfunctions, and other 
problems render many warranties of little value to the Government. 

The problems become more complex for large, central purchases. 
In such cases, warranties tend to lapse before the items are 
placed in use. 

Recommendation 14 . Establish procedures to assure that the 
Government receives the fullest possible benefit from commercial 
warranties. 

Enfoccement of Contract Terms 

Problem . Contract remedies for delayed deliveries, default, 
and unsatisfactory products are sometimes not adequately being 
enforced in the procurement of off-the-shelf electronic test 
equipment (OTS ETE) . 
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IfiCQiMBcndatton 15 . Reaffirm by DOD directive the policy of 
vigorous contract administration and enforcement of off-the-shelf 
electronic test equipment contract terms to establish a reputa- 
tion in DOD of requiring compliance as generally being in the 
best interest of the Government. 

Assignment of Claims 

Problem . Many manufacturers of OTS ETE have difficulty in 
arranging to have assignment of claims (receivables on a contract) 
acted on expeditiously by Contracting Officers. As a result of 
what appears to be slow administrative action, these assignments 
take a great deal of time to accomplish, and this delay results 
in cash flow and financing problems, especially for small 
business. 

Recommendation 16 . Modify ASPR 7-103.8 and FPR 1-30.703 
to simplify the assignment of receivables on contracts of up to 
$250,000 at the discretion of the contractor and under the terms 
of the Uniform Commercial Code. 



LOGISTICS 

As addressed in this report, logistics encompasses the 
management of ETE inventory; provisioning, cataloging, and dis~ 
tribution of repair parts; and repair and calibration services 
provided both by contract and by Government personnel, includ- 
ing the manuals which provide instruction for repair and calibra- 
tion. 

The Task Force explored the full range of problems associa- 
ted with the logistic support of ETE. As a result of this 
exploration, the Task Force closely examined the issues and 
formulated 7 recomnend^tiojijs concerning: More extensive 
exploitation of cotmtercial support resources Consolidation 
of calibration and repair facilities Replacement of older, 
logistical ly expensive ETE Standardization of documentation 
requiresaents for provisioning data and manuals. Training. 

Logistic Support 

Problem . Current DOD logistic support systems often fail to 
take advantage of commercial resources that are available for the 
support of £TK. In many situations, the logistic support for ETE 
provided by [>0D Is more costly than the direct commercial support 
available tQ Industry and Government. DOD policies and regula- 
tions encourage the optimum use of commercial sources for logis- 
tic support; however, these directives are not aggressively 
pursued . 
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Reco— endation 17 . Have the Military Services take greater 
advantage of coamercial support systeaa for the supply of repair 
parts, repair and calibration services, and training to the 
extent they can effectively and economically meet military needs. 

Recommendation 18 . Authorize the Military Services to bud- 
get for, acquire, and hold in reserve at appropriate locations 
a carefully selected "pool" of electronic test equipment and 
items to replace equipment temporarily out of service. 

Calibration and Repair Facilities 

Problem . Each of the Military Services maintains a world- 
wide network of calibration and repair facilities (CRFs) to 
assure that such capability will be available with minimum delay 
and maxtnum effectiveness. Although the need to consolidate 
CRFs has been clearly recognized by the Military Services, 
progress has been very slow in increasing CRF productivity, in 
introducing new technology, and in reducing CRF costs. 

Recommendation 19 . Direct the Joint Logistic Commanders to 
place higher priority on efforts to: 

(a) Survey the personnel utilization, equipment, operating 
costs, and facilities costs of all Service calibration and 
repair facilities. 

(b) Identify calibration and repair facilities that can be 
advantageously consolidated or eliminated (either within a 
Service or among Services). Maximize cost savings by using the 
resources of the original manufacturers or of service contrac- 
tors in either Government or commercial facilities as approp- 
riate. 

(c) Provide simplified procedures either through General 
Services Administration Federal Supply Schedules or by other 
means that will facilitate the use of support resources avail- 
able from electronic test equipment manufacturers. 

(d) Accelerate the effective application of emerging 
technology, such as automated calibration systeow, to reduce 
requirements for skilled personnel. Consolidation and speciali- 
zation of faci].ities would increase the economic feasibility of 
using such equipment. 

Replacement of Older Electronic Test Equipment 

Problem . The Military Services have had difficulty in 
providing cost-effective logistic support for older electronic 
test equiprnent (ETE) . Since there is usually a lack of funds 
for its replacement, older ETE that is no longer cost-effective 
to maintain and use tends to remain in the active inventory. 
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Recommendation 20 . Expand present procedures for system- 
atically replacing older electronic test equipment based on cost 
of ownership, and provide recognition in the budgeting process 
to accomplish this. Clarify policy and develop more workable 
procedures for implementing ASPR 4-200 to facilitate the sale of 
older electronic test equipment and use of the proceeds for the 
purchase of new equipment. 

Commercial Manuals 

Problem . The requirements for acceptability of commercial 
manuals for off-the-shelf electronic test equipment (OTS ETE) 
are not sufficiently uniform among the Military Services to 
enable the manufacturer to produce a manual with confidence 
that it will be accepted by all Services. The Services do not 
fully recognize that most OTS ETE manuals have been well design- 
ed to service a wide variety of commercial customers. 

Recommendation 21 . Establish uniform tri-Service require- 
ments to enable industry to produce commercial manuals that will 
be accepted by all Services without rewrite. Special require- 
ments unique to one Military Service would be ordered in addi- 
tion to the commercial manual. 

Provisioning Data 

Problem. Each of the Military Services takes a somewhat 
different approach to the provisioning of OTS ETE. These dif- 
ferences often entail duplication of effort by a manufacturer 
who sells identical ETE to more than one Service. Such duplica- 
tion of effort increases the cost of provisioning to the Depart- 
ment of Defense. 

Recopmendation 22 . Implement uniform trl-Service documenta- 
tion for provisioning off-the-shelf electronic test equipment and 
modifications thereof, but omit documentation except in special 
circumstances where required to meet military needs. 

Training 

Problem . The rapidly advancing state-of-the-art requires 
constant updating of the skills needed to operate, maintain, and 
repair off-the-shelf electronic test equipment (OTS ETE). The 
serviceability of modern ETE will be seriously affected if 
military training in this dynamic field does not keep pace with 
technology. 



icutive SmpMry 13 



Digitized by 



Google 



239 

Reco— endation 23 . Select and employ the most thorough and 
effective curricula and techniques, Including those available 
from Industry, for the training of user-technicians In the 
application and use of electronic test equipment and of Instru- 
ment repairmen In the maintenance of such equipment. 



MANAGEMEKT 

In the course of its studies and deliberations, the Task 
force noted that: (1) The full impact of decisions concerning 
ETE tends to escape Service-wide matwgem^nt attention. Such 
devices are generally regarded as an obscure part of weapon 
system supply support. (2) Frequently, the recoamendations of 
task groups and special study efforts are "filed and forgotten." 

Based on its examination of these problems, the Task Force 
formulated 5 recoimnendations concerning: Acquisition manage- 
ment, Followup on Task Force recommendations. . 

Acquifiition Han^geinent 

Problem . The full Impact of decisions concerning ETE tends 
to escape Service-vide management attention. This is particular 
true for weapon systems aince ETE is generally regarded as an 
obscure part of veapori systent supply support. As ■^ Lb>;>^lt, such 
decisions tend to be m^de on an ad hoc program-by- program basis 
without formal, direct reference to Interprogram experience the 
Service's overall budget, and the posture of its ETE inventory. 
A sharper Service-wide focus on ETE would tend to improve the 
quality of program decisions related to the selection and acqui- 
sition of ETE. 

There are significant differences in the overall cost to 
the Government of acquisition and use of ETE such as: 

• When it must be built specially to meet the detailed 
requirements of a Military Specification. 

• When OTS ETE can be used or modified to fulfill military 
performance requirements. 

• When the requirement can be satisfied by the purchase of 
OTS ETE from a commercial supplier using prepriced contrac- 
tual arrangements. 

However, there are no generally recognized guidelines for judging 
the magnitude of these differences. In the absence of readily 
usable guidelines, major opportunities for saving are frequently 
overlooked when ETE is specified by the Military Services. 
Current guidelines revolve around "minimum** system maintenance 
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cost.. They do not recognize the Interfaces with other deployed 

sy a terns /equipment or methods of acquisition. 

Recotmnendacion 24 . Place both general-purpose and special- 
purpose electronic test equipment under a single manager In each 
Military Service. 

Mlnortty RecommendatlQci 24 . Place general-purpose electronic 
test equipment under a single ETE manager In each Military Ser- 
vice. The ETE manager shall also review and coordinate all 
special-purpose electronic test equipment acquisitions to 
maximize the use of off-the-shelf electronic test equipment. 

Reconimendatlon 25 . Identify and consider significant 
administrative and other Indirect cost differentials associated 
with the acquisition of electronic test equipment vhen (a) it 
is built specially to conform with a Military Specification, 
(b) a cocunercial product can be used or modified to fulfill 
military requirements and (c) an off-the-shelf product can be 
purchased using preprlced contractual arrangements to meet 
military needs. 

Follovup on Task Force Recoiiiigendations 

Problem. In many cases, the recommendations of task 
groups and special study efforts are not implemented due to 
the lack of a program to assure understanding, late considera- 
tion by those affected, insufficient monitoring, and resistance 
to change among those affected. 

Recommendation 26 . Establish a program to monitor imple- 
mentation of accepted Task Force recommendations. Designate 
a specific person in the Department of Defense to manage the 
program. 

Recommendation 27 . Assemble the Task Force periodically 
in 1976 to evaluate results being attained through implementa- 
tion of its recommendations. 

Recommendation 28 . Provide for feedback from industry as 
one means of evaluating how effectively accepted recommenda- 
tions are being Implemented. 

MAGNITUDE OF POTENTIAL SAVINGS 

The Task Force estimates that savings on the order of $80 
million per year will result from prompt and orderly implementa- 
tion of its recommendations. In large measure these savings can 
be achieved through greater use by DOD of privately developed, 
connier daily available off-the-shelf electronic test equipment 
(OTS ETE) . These potential savings are based on conservative 
estimates using the best available Information. 
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• The Task Force recognizes the serious lack of an 
adequate cost accounting system and the lack of valid 
cost data. This Inability to provide operational cost 
visibility can make it very dlff4.cult to Identify specific 
savings that would result from implementing specific Task 
Force recommendations. Nonetheless, potential savings 
have been estimated, and the estimates are believed to 

be accurate. 

• The Task Force also believes that although several of 
the recommendations may appear to Increase costs as a 
result of changing current practices, there should be off- 
setting benefits. For example. Recommendation 24 proposes 
establishing a single manager in each Service for electronic 
test equipment. Long-range benefits in terms of Improved 
acquisition manageoient, logistic support, and facility 
resource utilization should more than offset any short- 
range cost increases. In addition, the single manager 

will provide a means for assuring optimum implementation 
of other accepted Task Force recommendations. 

• The Task Force has also taken into account the proba- 
bility that some recommendations will be delayed or not 
fully implemented for various reasons. Therefore, allow- 
ance has been made for this in the savings estimates. 

• It should be noted that the potential savings are not 
all hardware-related but also include costs associated 
with such factors as people, facilities, transportation, 
handling, and warehousing. It, therefore, follows that 
several categories of funds and budget line items will 
be affected. 
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The potential savings have been related to the Task Force 
recomnendatlons as follows: 

Estimated 
Recommenda t Ion annual savings 

Reduced writing of specifications 

(Recommendations 3, 4, and 5) $10,500,000 

Procurement simplification 

(Recommendation 8) 6,200,000 

Increased use of bid samples 

(Recommendation 10) 15,000,000 

Use of Army Preferred Item Lists 

(Recommendation 13) 17,500,00 

Greater use of commercial warranties 

(Recommendation 14) 3,000,000 

Direct use of commercial parts support 

(Recommendation 17) 7,000,000* 

Reduced calibration and repair 

facilities costs (Recommendation 19) 8,500,000 

Improved replacement procedures for 

older equipment (Recommendation 20) 9,000,000** 

Greater use of commercial manuals 

(Recommendation 21) 1,200,000 



Total estimated annual savings $77,900,000 



* Averaged over the first 10 years. Annual savings reach $30 



Averaged over the first 12 years. 

Averaged over the fir 
■llllon after 8 years 
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Mr. M1NI8H. Thank you, Mr. Fluke. 

The gentleman on my left is recognized, Mr. Stewart. 

STATEMEHT OF CHASLES W. STEWABT, PRESIDENT, MACHIHEST 
A ALLIED PRODUCTS INSTITTJTE 

Mr. Stewakt. I am Charles W. Stewart, president of the Machinery 
& Allied Products Institute. I a^n going to bi» very brief, in pait in 
respect for the fact, Mr. Chairman, that you have been very generous 
with me — our organization. 

I appeared before this subconunittee on renegotiation twice hu)t 
year, and it seems to me that, with my statement admitted to the writ- 
ten record, I can pinpoint a few things that might be useful. 

First of all, I was a little amused about the reference to ^^massage 
parlors" by the distinguished Congressman Chainnan Jack Br<x)lca. 

I think that, really, if the Congressman ever I'eally was massaged bv 
DCAA, by the Greneral Accounting Office, by auditors for the individ- 
ual agencies that also operate, and the many others that have l)een 
ticked off by Mr. Fluke's testimony, which was a privileges to hear, 1 
think he would look elsewhere for entertainment. 

That is not meant in any way to demean the gentleman, but I think 
the word ^'massage" can be used in a number of ways. 

I have a few technical points which I would like to underline, and 
keep them within a very brief statement. 

Mr. MiNiSH. Thank you, sir. 

Mr. Stewarf. No. 1, I do not believe that, except perha[>B in tlie 
written record, anyone has addressed the fact of the existencte and the 
kind of abeyance in the air of the Vinson-Trammell Act. 'Hi is is a very 
narrow profit ceiling statute that has been on the b<x>ks technically for 
many years. It is much too narrow to be effective in the are.a in which 
the committee is moving. It is always placed in limlx) wheji tlie Itenego- 
tiation Act is in effect, and I sincerely recommend that whatever you 
do with the pending bill, that you add a r>enrianent re[>e4iler to the 
Vinson-Trammell Act. It couldn't possibly do any harm to the national 
interest. 

There would be no concern about what hap|:)en.H Uy the ViriMin- 
Trammell Act in this present situation, even though the Itenegotia- 
tion Act itself technically is not in effect, which you undouMexlly will 
correct retroactively. I think that it would W, a good thing in t>ftnim of 
letting off of the statute books something that has not Jx*i?ri \im(\ far 
years and years and years, has defects in it, and r^prt^'UtM an error in 
our statutory systemi 

I would recommend, also, that the subcommittee, Fiefore. it amnUulm 
its action, either undertake or ask the Budget rVnnniittee U) di'ti^nnine 
the cost that would be involved in the adminifttration —and when I 
say cost, I mean cost to the Government, as well sm the induMtrial c/mi- 
panies of the modifications in the pending bilL ThiM Hhrmld c/tV4'r thi*. 
cost that is involverl in the preclusion of the fNrrc^'ntage of r/irrifiletirrti 
method of accounting, as well as the inequity, the crmt thai, would \f('. 
involved both to Government and to iriduJd.rv in th^ prcKluH. line nv 
negotiation requirements, the cost that wr^uld iff, involve/1 in rh#5 r^y 
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quirement applicable principally to lon^-tenn contracts to treat 
individual modifications as separate renegotiable contracts, a provision 
which has not been given much attention, at least in the hearings that 
I have heard, and the cost of requiring audits by the Board of all 
financial statements filed with the Kenegotiation Board by contractors. 

Of course, there are other elements of cost that ou^ht to be measured. 

As our statement indicates, we object on the merits with respect to 
these provisions. I am not going to labor you with those arguments. 
They are in our statement. But, I do believe that in the spirit of the 
Budget Act, and in the spirit of responsibility with reference to what 
are the cost consequences, in addition to inequities, and so forth, but 
sticking primarily with costs, that those new provisions be analyzed. 
I personally am going to request that the Budget Committee take a 
look at it on the assumption that perhaps, if this subcommittee rejects 
that notion, at least my suggestion will be placed before them. 

There are one or two other basic points that I wish to emphasize in 
the spirit of strict time limitation that I sincerely want to observe. 

The most important of all is the recognition of the facts of life iwith 
regard to the state of the Renegotiation Board and its work. 

We have a Renegotiation Board that is living without a statute, its 
activity is almost zero. 

It cannot get a quorum. The Board called a meeting recently and 
had to cancel it. It onlv has one sitting member, the chairman. 

The two new appointees who were referred to, whose background 
you all know, have not yet been confirmed, to the best of my knowl- 
edge. There are two vacancies that have not been filled. I understand 
that there have 'been large-scale dismissals, and withdrawals, from 
staff and I am not being critical. I am just laying out the facts. 

There also is a wealmess in terms of staffing at the regional leveL 

Now, my point is very simple : This Board, even when it is fully 
manned, even when the staff is fully manned, even when the field 
boards are fully manned, has a very long learning experience facing 
them, and, in addition, an extraordinary backlog of cases which I am 
sure Chairman Chase will acknowledge. 

My point is very simple — if the subcommittee desires, and I gather 
from the chairman's comments that it will — proceed with a bfll and 
the full committee will report it out, that if the amendments that are 
presently in the bill, including the important ones to which I have 
referred, are incorporated in legislation mandated to the Renegotia- 
tion Board, I predict you will have chaos in the administration of 
renegotiation. 

And, this is even on the assumption that there will be massive extra 
staffing. That chaos could be avoided in a simple way, in my judgment, 
and that is, take care of the retroactivity situation, make a simple bill 
retroactive to October 1, 1976, legislate the present law back into effect 
without modification and without those burdensome provisions, and 
make that extension effective to a period ending 12 months after the 
President signs the bill. 

My proposition to you is that whatever I think of Renegotiation — 
and I don't think much of it, in principle — that if the Government 
of the United States is going to act responsibly, it cannot possibly load 
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these sweeping changes onto an almost nonexisting body, and one that 
will have to staff up in a very short time, and learn a lot about provi- 
sions as to which we have no experience whatsoever, in terms of the 
effect of these verjr important amendments. 

I repeat, you will have complete chaos at the Board, 3rou will have 
chaos in the field on the part of conscientious companies trying to 
comply in terms of preparing the papers that would be involve^i with 
regard to these new provisions. I respectfully submit that this is more 
than — quite a bit more — than an attempt on my part to buy time* or 
an attempt on my part to postpone the inevitable. 

I am simply saying to you, without reference to my business ad- 
vocacy, that from* the standpoint of the Government, you will have 
chaos in the renegotiation area unless some action along this line is 
seriously considered. 

My second, main point is simply this: and again. I say it more in 
the terms of a citizen than in terms of someone speaking for an oqpi- 
nization, which conceedingly is an advocate, and a critic. 

There has been going on. apropos Mr. Fluke'.s comments, for 
sometime, a serious erosion of the contractor base in the United States. 

You heard a small company, which is a member of our organization, 
testify yesterday. 

Mr. John Powers, vice president. Barnes Engineering. They sell $10 
milli<Mi a year. Iliat is all. And they say that they can't poesiMy live 
with this proposed law. 

And though small, they are a multiproduct-line OHnpany. I com- 
mend the testim<my of that small company to the attention of the 
committee. 

DOD. in testimcmy before the Joint Committee on Producticm. sub- 
mitted factual statements, and offered -^upp^irting documentation, that 
they were having great difficulty fretting sliips built, thev were ha^-ing 
difficulty getting tanks .x>mpj*rt<rd. and they wen: Snffing too many 
sole source procurements, because people had bc^n chased oat of the 
Government contract business. 

I sulMnit to you that there is already in place a tf^al and ws^s^ive 
control system on Goverriifjerit contrai^rts. And this is liot charg«aMe 
entirely to renegotiatjofi — it's ^^largeab!^ to the rria-fr-iv*: array of ^nr/jj- 
trols that have been di-yru^f-i ytfr^tf-irbiy aud Uj4a}\ Witen a <:fjss^ptLnY 
which has options, particularly a hi^fij-tfyrhnolog^' ^ronjparjy. cof-froDts 
the extreme pyraniidiu^ of fif^intro]*. iLjA a proj>o«id ;r^cr«A^ :z^ ttiat- 
in terms of these amerjdjrjerju t/> the I^rJjfr{r*xijiX:oT- A^:^. :f it ha* of^ 
tions. and many do. th^^v v':]] takf- oixe of two -^oef/s — wo zzjuas^ of 
withdrawing froin G<jv*rrr-jjj^:jT rioj-tra/.t o'l-inerir^- Thiey w:]I g!^* oon 
c<Hnpletely. or tLev wj]] p:jit?»e doTBi; j^rr^^^^-i.ta^wlj^e oii a progress: vt 
basis. Also new entn*?* wi.'j 'uh iivx/'imic^d- 

I am sure that h woaJd \jh fiLir to trj<:n- u> say t.^at- if w*r ^a ':m/j an 
international sJt-uat-ioTj irjJtx wa* hhrjoah — or if w«r }jLa.d a -*-:ir^'U^.'h' 
mAogy prodxKX in tiie o^^fffjjA^ a:*A- xijiLi evpjj <»jjj;/aj'jjtffc cicz/i vairt 
the bosuiesB. they wr/ijjd iMrrforrsj ma:: J'oI*: W:auis»: of t;^ uj-y^-ufr 
character of that typ»r of rTOMnf-ior ^ry^^^s^ \:jiX ly, •*»'.■ uJj*>a. h^ix ^Autfj- 
wise, except for that rjirr^j^ \/^A of *'z^-j'-i%i.ojxr. \v*ji*-'v ouv:ji*jbh wo',>i 
be immedialelT od tl^e oaJj of au}' pT'0^;'^T*';jy:'Jit ajyei^ry "jj xcx^ l^LiVhfd 
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States, business is no longer seriously interested in Government con- 
tracts except for those companies which are dedicated to it as a prin- 
cipal way of life, and are we grateful for their presence and their 
interest. But there is a tremendous amount of backup technology that 
is being lost by the U.S. Grovemment, that is admitted to be lost by the 
Department of Defense, and other procurement agencies, that is con- 
ceded and documented by the Department of Defense. I submit to you, 
Mr. Chairman, and your associates, that that is a problem which is 
very serious in the national interest. 

It is one that is going to have to be faced up to, and I think that you 
ought to take a little extra breath before adding to the control system 
in the form that this bill does. 

But above all, I have said it before, and I repeat it — ^please take into 
consideration, from the standpoint of the Renegotiation Board, how it 
can handle the greatly enlarged task created by Mr. Minish's bill, unde- 
fined in some respects, unmeasured in many respects, wide open in 
terms of burden and cost, both for the Government and industry. I 
have suggested a short-term relief provision that I think is responsible, 
and that I submit should be seriously considered. 

One final comment. Please ask your technical people to look at the 
Vinson-Trammell Act. It's a little bit like the Korean national emer- 
gency. But that I believe we have finally gotten off the statute books, 
and on which the executive branch hung so many unrelated programs. 

We finally got rid of the Korean national emergency. Let us get rid 
of the Vinson-Trammell Act. 

[The prepared statement of Mr. Stewart, on behalf of the Machinery 
and Allied Products Institute, follows :] 
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Statement of the 

Machinery and Allied Products Institute 

to the 

SubcoiBBlttee on General Oversight and Renegotiation, 

House Comlttee on Banking, Currency and Housing 

on 

The Proposed "Renegotiation Refoni Act of 1977" 

(H.R. A082) 

March 30, 1977 

The Machinery and Allied Products Institute (MAPI) welcomes this 
opportunity to appear before the Subcom&lttee on General Oversight and 
Renegotiation of the House CotHmlttee on Sanking^ Currency and Housing to 
state Its views on H.R. 4082 the proposed "Henegotlatioti Reform Act of 
1977." With one exception, thla bill 1$ identical to H.R. 10680 as passed 
by the House of Representatives an J«Tiuairy 29, 1976. The current bill 
vould tqake Che EenegotiatiOD Aai penasnenc legislation and add a nufliber 
of major substantive amendments to that statute. 

MAFI'm Perspective 

MAPI represents the capital goods and allied equipment industries 
of the United States. The great majority of our ccma^ituency ±& commercially 
oriented as distinguished from being primarily in the governoient contracts 
aiul/or big, defense systems business. On the oche.- hand among our member^ 
ship are some coopanles^ in the latter category so that ve do have an under- 
standing of cheir commitment and problems as well as representing the view- 
point of the majority of our membership. 

To carry the point one step further, those companies which we 
represent that do have government contracts for the most part are compa- 
nies which have a relatively low percentage of government prime contracts 
as related to their total business. Finally, most of the companies in 
MAPI which have some government buBlness have options, that is to say, 
they are not dedicated to government contracts and can move out of the 
business or reduce their participation if they wish. 

MAPI Conclusions and Recommendations 
Concerning Renegotiation 

We wish to summarize our principal conclusions and recommendations 
as follows: 

1. Profits on government contracts and subcontracts 
generally are not excessive; to the contrary, there 
is good reason to believe that on the whole such 
profits are inadequate. Concededly, this is in 
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3. Contrary to popular belief, when both government 
And industry costs of adainlsteting reriegotLiitlon 
undet the i^Catute nou In abeyance ate taken into 
accouQt realis icaXly, there Is a sitjbgtantLal net 
Xofls rather than a gain to th^ Federal Treasury 
Extending the issue af cost of govemment controls 
applicable to governfflent contracts generally one 
o our member companlea made a study of the account- 
ing costs of its govermoent contracts units as com- 
pared with account ipg costs of Ita nongovernment 
contract operations « The conclusion was th^t the 
accounting coata related to goverTEinent contract 
operations were ^pproxiioately 100 petcei^t greater 
than those costs in their commercial businesses. 

The specific affirmative MAPI reconuuendatlons are as follows: 

1. On grounds of principle, in view of other already 
existing statutes and governmental procedures in 
the produresnent area and. allowing for continuing 
improvement from the governsnent interest stand- 
point as to the latter a case can be made that 
the Renegotiation Act— which is now in abeyance- 
should be allowed to terminate. As a matter of 
fact, on the Senate side Senator Mathias has in- 
troduced S. 822 to abolish the Renegotiation Board 
on the theory that adequate means to protect the 
public interest with regard to government contracts 
is already in existence without the process of 
renegotiation. A similar bill— H.R. 5257— has 
been introduced in the House by Congressman 
McCloskey. 

If the Congress should — as we candidly expect — 
determine that renegotiation should be continued, 
despite the inherent defects in the renegotiation 
process and the availability of layers of alter- 
native and protective devices for the government, 
what is already a bad law should not be made worse 
by the type of substantive amendments contained in 
H.R. A082. 

2. Assuming there will be a continuation of renegoti- 
ation for a further period, we feel strongly that 
the renegotiation authority should not be made 
permanent as long as it Is on the statute books. 
It should continue to be aubjec to periodic ter- 
mination dates so that the Congress may exercise 
effective oversight annually, semiannually or, at 
the very minimum, every three years. 
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This observation, plus certain facts about the 
present status of organisation of the Renegotiation 
Board, prompts a further suggestion. A9 far 4S v« 
know, the only confirmed member of the Renegotlatloii 
Board Is Chairman Good win Chaae Two new appotntmen^s 
have been sent to the Congress for conf irmattc^n — 
Heasra* Harry R. Van Cl«ve and Will las F. KcQuincn. 
To the best ot our knowledge, the other two appoint- 
ments have not yet been made, much less confirmed. 
Although ve tflU d«aL with the aerlta of certain of 
the subflcantlv^ changes contained in K.R. A082 at a 
later point In our cescinony it seems appropriate 
to conclude at this pDlnt that t would be to the 
advantage of gc^vermnent — and more particularly the 
Renegotiation Board — to operate for a limited period 
under the provisions of the law which Is now In 
abeyance. 

If this suggestion has merit, and we believe It to 
be sound from the government's standpoint as well 
as from the view of business, the limited extension 
without substantive amendment to the law should take 
Into consideration that renegotiatiati expired as of 
October 1, 1976. Any extension would be made retro- 
active to October 1 and, for the purpose which ve are 
now discussing, should expire 12 uoaths front the ef- 
fective date of the simple extender legislation. 

This would enable the Board to organize Itself as an 
entity, to rests f£ sad to sdd staff If this Is appro- 
priate to the intent of Congress and to the operations 
of the Board. This vauld provide a grace period for 
the Board without having to etruggl« vlth new provi- 
sions which are untested aod vlli introduce very 
significant conplicatlona beyond those already In- 
herent in the expired statute Ue believe the 
lEenegotlation Board should agree vlth thld basic 
conclusioD but, regardless of its opinion we urge 
that the Congress adopt the recommendation and not 
force upon a new Board the admlnistratLon of entirely 
new and major changes. 

Cooalatent with this recommendation Is another point 
which should he recognized. Ve have long felt that 
the large number of controls on government contract 
businea^ which has. In effect, become a regulated 
ladustry, particularly the high technology defense 
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segment, are excessive and represent an overkill in 
order to protect the government Interest. At least 
one of these cnajor control systems Jiffecting govern- 
ment contractors ia no yet compleEely formulated 
1 refer to the fact that the Cost Accaunting Standards 
Board establlabed by congressional statute Uaa by no 
means completed lt& vork. A further period of simple 
extension of the present lau would enable the govern^ 
ment to put in place further Cost Accounting Standards 
and, under the new Admlnlstrstion, the nev Secretary 
of Defense and his procurement associates would have 
& further opportunity to reexamine and establish what 
they consider to be sound procu resent policies. In 
our Judgment p this point is not as overriding as the 
principal rationale for a ainple li:giited extension 
without modification of the lav which vas in existence 
up to October 1, 1976, but It represents a valid ex- 
tension of that basic rationale. 

3. Although we stand on our recoinmendations as stated 
above, which are really drawn in the alternative, the 
major changes in the renegotiation protesa vhicib would 
be authorized by H R. 4082 should be addressed In 
brief, the proposed legislation would among other 
things, mandate product -line rienegociation» substan- 
tially narrow the existing coiamerclal article exemption 
which has already been curtailed significantly outlaw 
the percentag4?-of-coropletlon method of accounting and 
provide for mandatory audita by the Board of all finan- 
cial statements submitted by contractors. 14AFI opposes 
all of these proposals And the rationalization for our 
view is provided in later portions of this statesMnt. 

4. The one change in the current bill as contrasted with 
H.R. 10630 which died with the previous congress IodaI 
adjournment 1« to Increase the $1 mi ion floor on 
renego iable sales to $2 million. This is a step La 
the right direction However, we recomDend that re- 
negotiable sales amounting to no more than $^ million 
or 5 percent of the contractor's total sales should 
be exempt from renegotiation. 

5. There should be a five-year carryforward for "inade- 
quate" profits on renegotiable sales. This reconmen- 
dation is based on our experience that on many occasions 
profits on renegotiable sales are wholly inadequate by 
any reasonable person's Judgment; therefore, the system 
ought to work both ways. 
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6. The profit limitations of the Vinson-Tramell Act 
should be repealed. This is an archaic statute 
which is suspended whenever renegotiation is in 
effect. Regardless of the action of Congress with 
respect to renegc^t lac tern this year, we ought to get 
rid of the Vinson-TramiDell Act once and for all. 

7. Allegedly "excessive" profits on renegotiable sales 
should be excludt^d frcn recapture to the extent 
that they 4 re eiaployed directly by Che cotDpAiiy to 
conduct planning And take action ta diversify into 
nondefense products and comparable activities. 

This recoamendatUin is based primarily on the prop- 
oftitlOD that compauies which are heavily oriented 
toward government contract activity usually exper- 
iencfi highly cyclical periods and the upside is 
mot nearly adequate to compensate for the downside 
of their cycles. Also Jobs 4re Involved in the 
cyclical nature of def^nae contracting, and this 
pifoblem should be addTeesed in a way that might 
smooth out over the longer run the performance of 
a company. Thi@ vQuLd not only benefit financial 
performance but improve the opportunity to continue 
a satisfactory level of etBploynent and hopefully, 
create new Jobs. Also in the procesfi is the effort 
to achieve what has not been accomplished to date 
to a sufficient degree, namely, a better mix for 
principal government contractors as far as commer- 
cial business opportunities are concerned. 



An Examination of H.R. 4082 
In More Detail 

At this point we turn to a more definitive discussion of H.R. 
I (which we subsequently refer to simply as "the bill"). For the most 
t, the Institute's comments on the bill reflect its general conclusions 
recommendations on renegotiation summarized above. 

The background for the bill includes H.R. 9534 and H.R. 10680 
the last Congress. Legislation an proposed tightening of renegotiation 
subject to prior he^tlnga by this Subcommittee, and the Subcommittee 
before it at that time the recommendations of the Renegotiation Board. /I 



Oversight of the Renegotiation Act , Hearings Before the Subcommittee 
on General Oversight and Renegotiation of the House Committee on 
Banking, Currency and Housing, 94th Congress, Ist Session, June 5- 
July 29, 1975, pp. 295 and 339, and Part 2, September 19 and 25, 1975, 
p. 780. 
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the staff of the Joint Committee on Internal Revenue Taxation (JCIRT),/! 
and earlier recomnendations made on the subject by the General Accounting 
Office (GA0),/2^ the Commission on Government Procurement (C0GP),/3 and 
the December 1971 recommendations of the Government Activities (Brooks) 
Subcommittee of the House Committee on Government Operations. /4 

Making the ReneaQtlattOn 
Froeeas Penaanent 

Section 2 of the House bill would remove the present expiration 
date of the Act, September 30, 1976, thus making the Renegotiation Board 
a permanent federal agency and according permanency to the renegotiation 
process. 

We are generally aware of the reasons that have been advanced 
for making the renegotiacion pfocesa permanent. In essence, the argument 
is that government prtjcurenient will continue to represent a significant 
part of the federal budget and that there will be a coDtinuing deumTid 
for new and Increasingly complex aircraft, missiles, and the like^ ^s 
to which market-* tested prices do not and cannot exists In addition 
the point has been made In the past during congressional consideration 
of earlier extensions o£ the Act, that personnel problems allegedly 
arise from the Board s testpor^ry status and create difficulties in 
employing and holding capable staff members. 

We disagree with both points. It seems to us that if there are 
such problems or deficiencies in procurement techniques currently used by 
the Defense De pertinent (DOD that it cannot ensure reasonable pricing 
in the nego iatlon of defense contracts for aircraft, missiiesi and the 
like, this problem should be dealt with direc ly by changes or revislcms 
in current DOD procuroaent techniques On that point the Defense 
Department, we are sure can update the Committee on the various pro- 
curement techniques which it employs and their impleiiientatlon of stat- 
utory procurement mandates. 



1/ An Evaluation of Froposals To Extend and Amend the Renegotifltion Act 
of 19^1 1 A Report by the Staff of the Joint Coaamltree on Internal 
Revenue Taxation , Submitted to the House Ways and Means Cocmittee 
and the Senate Finance Comnittee Pursuant to Public Lav 93-368, 
September 30, 1975 

2/ The Operations and Activities of the Renegotiation Board , Report to 

the Congress by the Comptroller General of the United States (B-163320), 
May 9, 1973. 

3/ Report , Commission on Government Procurement, Vol. 4, December 1972, 
p. 188. 

4^/ The Efficiency and Effectiveness of Renegotiation Board Operations , 
House Committee on Government Operations, House Report No. 92-758, 
92nd Congress, 1st Session, December 16, 1971. 
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If it is determined that there continues to be sone deficiencies 
in defense procurement techniques, they should be cured. Using renegoti- 
ation as a crutch is no substitute for such action. 

If the Board does have real problems with respect to recruiting 
and holding the right type of people for its staff — and we do not question 
that it may have such problems — ^we think that the elements of the problem 
ought to be identified and analyzed. But to argue that the Act should be 
made permanent because of the problem of recruiting capable personnel for 
the Board seems to us an instance of "the tail wagging the dog." 

Assuming an extension of reneged t la ticrn authority, as already 
indicated there are no real reasons for making the Board permanent that 
cannot be equally well handled by another short-term extension of the 
Board. As already indicated, we are convinced tHat a simple short-term 
extension — if there is to be ^n extension — makes sense frcnn the ataod- 
polnt of affording the Renegotia ion Board an opportunity to get orga- 
nized, to hire its necesaary profesaional staff ^nd to cut into the 
backlog of cases without havlag to Ive prematurely under a whole new 
set of rules In this connection, it is worth noting that on each of 
the four occasions in the past the staff of the Joint Canmlttee on In- 
ternal Revenue Taxa itjn has looked Into this question in detail — 1956, 
1962, 968, and 19 5 — it has cone uded that 1 was not desirable to 
permit renegotiation to become pernanent The JCIRT staff e views on 
this point have re iected what 1 considered to be the predoninant 
thinking of Congress on this subject as indicated fay the fact that 
the Congress has thus far refused to make the Renegotiation Act per- 
manent law. We trust that the current effort to do so will fail. 

In our view, renegotiation not only tends to serve as a crutch 
for any deficiencies that do exist in procurement policy and administra- 
tion, but it also tends to have a disincentive impact so far as contractors 
are concerned. To extend this point regarding the disincentive impact on 
contractors, the Commit ee would be well served by asking itself these 
questions: (1) Uhat is th& prime objective of procurement policy — 
isn*t it to obtain the best pfoduc possible for its investment? (2) 
As a corollary, ahouldnU procurement policy reward rather than punish 
the most efficient and most Innovative producers? We answer these ques- 
tions in the affirmative and yet the renegotiation concept and process 
usually works in the opposite direction. 

t he Completed Contract Method 

Section 4 of the bill includes a specific prohibition on the 
percentage-of-completion method of accounting for the purpose of reporting 
renegotiable sales. That provision goes on to state that with respect to 
long-term contracts or subcontracts which provide for completed production 
units to be delivered or units of service to be rendered over a period of 
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more than one year, amounts received or accrued under such contracts or 
subcontracts shall be Included in the fiscal year in which such units 
are delivered or services rendered or in the fiscal year in which the 
contract or subcontract is completed. 

Apparently the principal reason for this provision of the bill 
is the recooiffleiidacions by the Comptroller General and Admiral Rickover 
that the percentage-of-completio^n method does not provide assurance of 
consistency with respect to reporting and th^t, in that sense, it is 
susceptible to otatilpulation o cost and pro it figures by contractors. 
On the other hand the pcrcentage-of-completiofi method is generally 
allowable by the Internal Revenue Service for federal income tax pur- 
poses and it would appear that the Service has not had inordinate dif- 
ficulty in prevent Lnj^ ''toanipulation" by companleB using that method. 
Moreover, the Renegatlation Act generally follovs federal income tax 
rules in a number of aspects of renegotiation accounting. That being 
the case, we can see no real reason for not allowing contractors to use 
the percentage-of -completion method, at least in cases vhere the use of 
that method for federal income tax purposes has not been challeoged by 
the Internal Revenue Service. To state our object Ian in leas technical 
words, preclusion of the use of the percentage-of-coisipletlDn method 
creates in many situation^ a very inequitable bunching of gross profit 
and of sets thereto in the year of completion. Accordingly, we urge 
the Committee to reject this provision. 

One government contractor has dealt with this subject in the 
following manner: 

As a consequence of the prohibition of the percentage- 
of-completion method, in many cases a contractor's 
renegotiable sales and profits would be subject to 
drastic fluctuations from year to year. Major defense 
contracts frequently require long periods of time to 
complete and even if reported for renegotiation pur- 
poses by segments, in the manner proposed for long- 
term contracts, the completion of each segment may 
take several years. As a result, the reporting for 
renegotiation of hundreds of millions of dollars of 
receipts or accruals recorded annually by a contractor 
over several years would be deferred until the year 
the contract is completed. In the year of completion 
a comparable distortion is created in that renegotiable 
sales accrued over several years would be recognized 
within a single accounting period. The impact of 
such erratic sales and profits would be magnified by 
the number of contracts or contract segments. 
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The percencag«-of-cpEiipJecion method of accounting has 
been videly used by the government contracts Industry 
for decades, particuUtLy for codt-relmbursemeat type 
contracts which conpriae a large segment of the 
defense and ap^ce procur«n«nt Statistics for the 
most recent four-ysdr {>friod a£ 1972-1975 indicate 
that this method was used for about 7S percent of the 
long-term contracts. It ia videly used £or such 
diverse purposes as repartiiig to stockholders and 
the public, to the Internal Revenue Service, to the 
Securities and Exchange Comfiisalon to various gov- 
ernment agencies, to the Renegotiation Board, and it 
is also used for billing purp«ae$ under goverxuaent 
contracts Considering Che universal adoption of 
and preference for this method, the provision pro* 
hiblclng the use of the percentage-of-conpletiorL 
method of accounting for renegotiation purposes in- 
dicates a lack of understanding of this particular 
accounting method. 

The Product-Line Reporting 
Requirement 

Section A of the bill also would direct the Board to conduct 
renego Elation for all contracts or i^ubeontracts completed during the 
fiscal ye^r by division and by major product line vlthin a division of 
A contractor or subcontractor This pr<?viBlon would amend the existing 
Section 103(a) of the Ac which directs the Board £o exercise Its power 
to reneigotlate with respec to the aggregate of the amounts received or 
accrued during the flaca year by the contractor or subcontractor and 
no separately with respec to amounts received or accrued under separate 
contracts or subcontracts except at the request of the contractor or 
subcontractor. In addition, the present provisions require reneges t la t Ion 
to be conducted on a consolidated basis with a parent acid its subsidiary 
corporations which constitute an affiliated group within the meaning of 
the Internal Revenue Code, when all members of that group consent to 
such action. 

As we understand it, the provision in the bill relating to 
product-line renegotiation is based upon a recomnendation m^de by the 
House Government Operations Committee in 1971 and suggested to that 
Comnlttee originally by Admiral Rickover. It is significant that the 
Renegotiation Board Itself made no such reconmenda ion, at least up to 
the present time. For its part, the JCIRT staff has recotom ended that 
the Act be modified to provide explicit statutory authority for the 
Board's position that it has the authority to analyze renegotlable 
business by product line, division, etc., but that the Inal deter- 
mination of excessive profits should be made on an overall fiscal 
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basis by aggregating such product lines, division, etc. Under the JCIRT 
staff recommendation, the Board would be given authority to make a final 
excessive profits det^rmin^tlciti on the product-line or divisional basis 
only wb&re there are clear reasons for making such a determination such 
as ch£ acquisition of another business. The thrust of this recommendation 
is to preserve the "overall" concept which has been at the heart of the 
renegotiation process for many years. 

Thus, we are strongly opposed to the provision of the bill 
which would require product-line renegotiation. It is, in our view, 
grossly unfair, ignores historical precedent, and would present substan- 
tial administrative and definitional problems for both contractors and 
the government. We shall deal with each of these points separately. 

Utifairneaa , — As the statute presently reads, if one unit or 
segment of a cdmpany sustains losses ot low profits an renegotiable 
business and another earns relatively high profits on such business, 
offsets lirDuld be allowed so that, in effect the losses or inadequate 
profits in one unit would cancel out the higher level of profits in the 
other unit. The same principle applies even when the individual units 
are actually separate companies if they are economically part of a 
larger overall group of affiliated companies vithin the fne^iilng of 
the Internal Revenue Code £uch companitss under present law are per- 
mitted to request consolidated renegotiation, the net effect of which 
would be, in terms of offsets, approximately the same. 

The availability of such offsets has often been a crucial 
factor for many companies in deciding to undertake certain types of 
high-risk, low-profit defense business. To preclude euch offsets now 
at a time when the Defense Department has acknowledged its concern 
regarding erosion of the <:Dntradtor base makes no sense In addition, 
to disallou offsets among different product lines — a point which would 
certainly have an adverse effect on the wllllngnes of companies to enter 
into or remain in defense business — ^uould make it more difficult to main- 
tain a strong industrial b^^se for defense purposes. This is a matter 
which, ss ve have emphasised, has caused increasing concern for the 
Defense Department In recent years From this point of view, the re- 
quirement for product-line renegotiation is clearly undesirable. 

The historical precedent . — As you know, the original version 
of the Renegotiation Act of 1942, which was the Initial statute directing 
irenegotiatlon of contracts snd subcontracts with the federal government, 
authorized renegotiation on the basis of individual contracts ^nd sub- 
contracts. The governmenL soon found that process to he unsatisfactory, 
and later in 19A2 that provision wss amended to specifically authorize 
the government to conduct renegotiation on either a contract-by-contract 
or an overall basis. Then, in the Renegotiation Ac of 1943 that pro- 
vision was further modified to permit renegotiation on a contract-by- 
contract basis only with the consent of the contractor. Since that 
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time — extending through the balance of the World War II era and subsequently 
including the Renegotiation Acts of 1948 and 19^1 — reaegotlaclDo has con- 
sistently been required to be conducted on An avefall basiii »cep where 
a contractor has consented to different tredtaent To require product- line 
renegotiation at this time %iould represent a definite at^p badkvArd tovard 
the problems and difficulties which existed io th« pre*1944 situation. 

Admin iatratlve aitd def inlt ional ^roblms . — There are, of course, 
very difficult problema with respect to both cbe language and mechanics of 
the pravialQn For example, there is the question of what is meant by the 
term "najor product line." When the last Congress considered new renego- 
tiation Icgislacionf at no point in the report on the bill by the House 
Banking. Currency and Housing Committee or during the subsequent House 
floor debate on the bill was thare any explanation of what precisely is 
meant by the term. 

Even if it were clear as to what is meant by the term '*maJor 
product line,** there is the matter of the difficulties which would result 
from the imposition of this requirement on contractors. 

It may well be that certain cosipanies currently do maintain 
internal financial reporting on a divisional or product-line basis. But 
requiring such reporting for renegotiation purposes still may pose sig- 
nificant adainiatracive probleiafi Chairman Chase of the Renegotiation 
Board when he testifies before this SubcfraEoi tee laay discuss the diffi- 
culties for the Rcn«gaciatlon Board in this requirement in considering 
its prospective Impact on industry » it should be recogniced that when 
companies report internally on cost and Income reeults of separate 
divisions and produc lines, ch«y must necessarily u»e their own 
methods of cost Allocation among such separate divisions and product 
lines. There is no unifortelty ai*ong contractor* as to how such allo- 
cations are handled. We assume that if renegotiation is t^ be con- 
ducted in the future on a product-line basis the government vlll have 
to come up vith what it regards as appropriate cost allocation rules 
designed to achieve uniformity and consistency among contractors with 
respect to such cost allocations. 

For all these reasons — historical precedent, administrative 
difficulties and, most importantly, because of the unfairness inherent 
in limiting Che future availability of offsets~we are opposed to the 
product- line renegotiation requiteaent. We recognize that aome have 
argued that the product-line requi tenant is necessary in order to 
protect small businesa against large conglomerates in connection with 
defenae business. We disagree If small business needs help in this 
area, it should be provided directly and not through a product-line 
requirement which clearly will hurt all companies with more than a 
single product line, small as well as large. 
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The Standard Commercial 
Article Exemption 

Section 5(b) of the bill would modify the existing exemption 
in Section 106(e) of the Act for standard connercial articles as follows: 

1. Both the "class" and "services" categories of the 
exempt ion vpuld be repealed so that only an exemp- 
tion for "standard coimiierclal articles," as such, 
would remain. 

2. The required level of nondefense sales for exemp- 
tion-qualification purposes would be Increased to 
75 percent (from the current 55 percent). 

3. The nondefense sales base to which the percentage 
qualification level is applied would no longer Include 
sales to federal government agencies not covered by 
the Renegotiation Act. 

A. Contractors would no longer be permitted to waive 
the exemption with respect to certain articles and 
not others. 

5. Contractors would be required to furnish "complete 
cost and pricing data" on all articles subject to 
the exemption. 

In addition, the Renegotiation Board would be directed to study 
the exemption and to submit recommendations on its retention to the Con- 
gress by December 31, 1977. 

We think that the proposed provisions make no real sense. The 
limitations which they incXu^Je— psirtiicularly the repeal of the "class" 
exemption and the increase in the noadefense sales yardecick from 55 
percent to 75 percent — would for many dooipaniea mdke the fitandard com- 
mercial article exemption vittu4lly unavailable. Since a study of the 
exemption is to take place under this bill, it should be completed before 
and not after action is taken by legislation on these proposed limitations. 
To do otherwise makes the study a sham. 

It is our view that the study will demonstrate that for most 
items as to which the exempt Iod is claimed aalefi to nongovernment customers 
are under xe^sonable pricing conditions In addition with respect to 
those few items concerning which the rcdaonable pricing assumption oay 
not be wholly valid, the likelihood of excessive profits is so slight as 
not to warrant making sales of such items subject to renegotiation. 
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Treaoient of Contract Modiflc«tion« 
Aa Mew Contracf 

In Section 4 of the bill relating to procedurea for renegotiation, 
there is a proviaion that contract •odificationa or optiona providing for 
additional unita of production or aarvicea ahall be treated for purpoaaa 
^f rcse^otlation aa new contracts or aubcontracts. This ia to be diatin- 
^lahcd frop treataent aa «xt ending the period of performance aet out in 
the orlfLctal contracta or aubcontracts This vouid la^^ofie an cxtraMe 
burden on governacni contractors subject to reneiotlatlon^ Long-term 
contracts are coaciDnally nodified by a variety of contractual Inatrunents. 
Often the pricea arc ten ta ve, subject to Ineentive or othaf rcvl^ioa to 
be settled after cospletloa of the contract which may tak« yeara to accoi^^ 
plisb, Such a provision vill Inevitably lesd to substantial litigation. 
Oii« contractor citea this exaaplc: A typical nultl-year production con* 
tract cosprised over 80 aign If leant aodificatioi^B ^nd over 220 ninor 
Biodlf icdtiou^ ill of which would have to be treated as new contracts 
under the propoaal in the bill. The accounting and reporting aytaaa 
presently otsintaLned by meat government contractors could not provide 
the data that would be required to report in the propoaed manner for 
ren«eotiatlon purpoaes. 

Penalties for failure To file Certain 
StateffltiQts or Eor Filing 
aial&fldlnB loforpiLation 

Section 7 of the bill providea for two different typaa of 
penalties concerning renegotiation: 

1. A civil penalty of $100 a day (to a maximum of 
$100,000) for any contractor who knowingly fails 
or refuses to file required information with the 
Board; 

2. A fine of not more than $50,000 or impriaonmant 
for not more than one year or both for any con- 
tractor %rho knowingly aubmita falae information 
to the Board. 

The civil penalty is in general accord with a JCIRT ataf f recom- 
mendation; we urge that the balance of ita recooaendat ion— that *'there be 
procedures for an abatement of a penalty for reaaonable cauae and for 
appealing such a penalty in court" — alao be im^luded in the bill. 

Interest on "Excesaive" Profita 



Section 8 of the bill providea that the Secretary of the 
Treasury shall apecify the intereat rate on the amount of any excaaaive 
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profits determined, and that Interest Is to accrue fron the period 
beginning after the last day of the fiscal year In which such profits 
are earned to the date of payment or recovery. 

We strongly oppose this provision which would drastically 
lengthen the period with in which Inter ^fit wnuld accrue qq exteaslve 
profits determinations. Under the present lav, interest accrues from 
30 days after the date of the excessive profit detenninacion by the 
Board. Under the bill, as we understand it. Interest charged will 
begin to run from the close of the fiscial year in question — long be- 
fore there has been any excessive profit detenalnation by the Board 
or even by one of the Regional Boards In our view, this provision 
of the bill coDBtltute^ a wholly arbitrary procedure, smacking of the 
lack of due process under which Interest would begin to accrue on 
what amounta to a liability before anyone could conceivably know that 
such a liability exists. 

We are not aware that the current interest provisions in the 
Act are Inadequate. If they are, it seems to us that the recoEimiendations 
of the JCIRT staff make much more sense. Under these recoametida clans. 
Interest would run from 30 days after a determination of exeei^slve prof- 
its by a Regional Board, and for all periods that an excessive profits 
determination was delayed because of a failure by the contractor to file 
necessary information with the Board. 

If such additional interest charges are necessary with respect 
to delayed filing of contractor Information, we question whether it is 
appropriate, or even fair, to Impose both these additional charges and 
a substantial penalty for such delays. 

The Subpena Power 

Section ^O(a) of the bill would grant a majority of the Board 
or of a Regional Board the power to issue subpenas requiring the produc- 
tion of any records, books, or any other documents relating to renegoti- 
ation. It would also make any person who refuses to obey a subpena 
punishable by a contempt citation when the Board has taken the matter 
to court. 

We oppose this provision. In our view, it would set a dangerous 
precedent to grant such a direct subpena power to the Renegotiation Board 
— either acting through a majority of the Board or one or more of its 
individual members. 

Audits 

Section 10(b) of the bill would require that "Every financial 
statement submitted . . . shall be verified by an audit performed by the 
Board or its authorized audit representative." 
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Under the Act as it is presently worded, the Board has the 
right to audit contractor books and records but is not required to do 
so Apf^arenc y the principal reason for the proposed rcfjuLrc&ent that 
there should be audits in all cases is a recoimendation that vaa nade 
by the Comptroller General in a letter Co the Connittee, Neither the 
JCIRT staff nor, to date, has ihe Renegotiation Board supported this 
provision. Indeed, during prior hear Inge before the House ^uhc'>iiBiittee 
on General {Oversight and Renegotiation, then Chair:nan at the Renegoti-^ 
at ion Board Hf^lsiqulBt vigorously argued against a provision In an 
earlier bill requiring a detailed audit of every financial statement 
subnitted to the Board by doairaccors. 

We are opposed to a provision requiring audits In all cases. 
The Board, as noted, has authority to require audits in cases in vhlch 
it feels such action is necessary, apd we assune that such authority 
will in fact be used. To require audits in all cases, even where the 
Board thinks they are not needed, la certain to be tounterproduc ive in 
terns of results with needless burdens for both the Board and contractors. 

Final Co—>ents 

We object to the following provisions of H.R. A082: 

1. Pemanency for the Renegotiation Board. 

2. Preclusion of the per centage-of -completion 
method of accounting for the purpose of 
reporting renegotiable sales. 

3. The product-line renegotiation requirements. 

A. Further restrictions on the standard commercial 
article exemption. 

5. The requirement, applicable principally to long- 
term contracts, to treat individual amendments 
as separate renegotiable contracts. 

6. The proposed civil penalty for delays in filing 
required Informa ion with the Board without 
certain ameliorative provisions. 

7. The increased requirement as to interest on 
"excessive profits." 

8. Granting subpena power to the Renegotiation 
Board and Regional Boards. 

9. Requiring audits of all financial statements 
filed with the Renegotiation Board by contractors. 
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We call attention to our suggestion that in any extension of 
the renegotiation' statute during the current period, it should be 
retroactive to October 1, 1976 and should terminate 12 months after 
the signing of the bill into lav by the President. This short-term 
extension should be a simple extender bill without any of the modifi- 
cations contained in H.R. 4082. The Vinson-Trannell Act should be 
repealed outright rather than suspended. 

Because of the state of the Board in terms of appointments 
and the backlog of cases which the Board confronts, to extend renego- 
tiation and require that the Board operate under the wide range of new 
complicated and tightening provisions is not sound from the government 
standpoint and from the view of industry as well. 



It is a privilege to have this opportunity to submit our views 
in writing on the proposed "Renegotiation Reform Act of 1977" and to 
present oral testimony before this Subcommittee. 
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Mr. MiNiSH. Thank you very much, gentlemen. 

Questioning will take place at ti^e conclusion of all the witness, 
statements. Let me assure you that the Budget Office is already con- 
sidering this bill. 

Mr. Hasr. Mr. Chairman, I am so engrossed by the eloquence of 
my predecessors and partners up here that I lost sight of the fact that 
I was next on the chorus line. In view of their eloquence, I am going 
to restrict myself to the reading of four or five paragraphs of my state- 
ment, which I think highlight our position. 

Mr. MiKiSH. We would oe appreciative of your cooperation. 

STATEMENT OF EABL 0. HASB, JB., FBESIDEST, AEBOSFACE 
nmUSTBIES ASSOCIATION OF AHEBICA, INC. 

Mr. Harr. I am president of the Aerospace Industries Association 
of America, Inc., representing 48 of the Nation's leading manu- 
facturers of defense and space products. Our member companies and 
their subcontractors and suppliers constitute an industrial segment 
affecting the economy of every State in the Union and one deeply 
involved in supplying needed items and services to the Government. 

We participated in previous hearings of the subcommittee on Gen- 
eral Oversight and Renegotiation concerned with amending and ex- 
tending the Renegotiation Act of 1951 and were deeply troubled by 
the legislative proposals which developed from those hearings, cul- 
minating in the Renegotiation Reform Act of 1977. 

This bill, H.R. 4082, contains provisions which will adversely change 
the renegotiation process as it has been applied for more than 30 years, 
with no foreseeable advantages, and in fact some foreseeable dis- 
advantages, to the Government. 

To be direct, we are firmly convinced that renegotiation no longer 
has a legitimate place in the procurement process. The circumstances 
which originally justified it are not only entirely different than they 
were, but are virtually the opposite. 

In place of the crash mobilization of World War 11 and Korea, 
when adequate procurement controls were unfortunately absent, we 
now have, and have had for many years, the most carefully regulated, 
controlled, and audited procurement process any country has ever 
known. 

Renegotiation is justified neither by its performance nor by the 
economic facts. It is not cost effective and its target is one of the lowest 
profit industries in the coimtry. 

Nor is it justified as a safeguard. There are a dozen better mech- 
anisms, already in place, to guard against excessive profits on Govern- 
ment contracts. 

Furthermore, it is expensive in terms of its reporting procedures and 
inequitable in that it constitutes a tax without a rate. In short, rene- 
gotiation is an unwieldy vehicle, based on false premises derived from 
circumstances long since changed. 

We therefore feel that the Board outlived its usefulness a long time 
ago and should now be allowed to expire gracefully. 

To not onlv fail to take such a course, but to instead beef up the 
powers of the Board, as proposed in H.R. 4082, would be to compound 
the folly of the past decade or so. 
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Specifically, AIA's membership is troubled by those provisions of 
H.R. 4082 affecting the method of renegotiation, the method of ac- 
counting, the standard commercial article exemption, interest and 
audit requirements. We also strongly oppose the provision to make the 
Renegotiation Act permanent legislation. It is our belief that all of 
these proposed changes are of highly questionable value in a peacetime 
Grovemment procurement environment. 

Further, substantial questions exist as to whether the proposed 
changes relating to the procedures and method of renegotiation are 
even capable of being implemented. At the very least, such changes 
will cause an unnecessary and substantial increase in the total cost of 
renegotiation without any known economic benefit. 

Mr. Chairman, the remainder of my statement from here on should 
be included in the record. 

I would like to stimmarize with my concluding paragraphs. 

Mr. MiNiSH. Mr. Harr, without objection, your complete prepared 
statement will be inserted in the record following your remarks. 

Mr. Habb. Thank you. Before I attempt to answer any questions you 
may have, I would like to say one more thing. 

Li our view, there seems to be an attitude, or atmosphere if you 
will, underlying the introduction of these restrictive provisions with 
which we would take extreme exception, and that is that the large and 
varied segment of American industry engaged in supplying defense 
goods and services is somehow working against the interests of the 
country, is out of control and is inviting what are seen as these long 
overdue measures to bring it to heel. 

Hand in hand with this thought is the apparently common percep- 
tion that the defense industry is wallowing m high profits, reaped at 
the expense of social programs and turned in the form of weaponry 
on the innocent populations of the world. 

None of this could be farther from the truth. The defense industry 
works closely with the Government to implement defense policies de- 
termined by that Government and does so with maximum efficiency, 
speed and cost effectiveness. Kepeated studies of defense industry 
profits have shown that these profit levels may indeed be too low to 
support the mobilization and competitive bases of the United States. 

Nevertheless, we detect a somewhat punitive flavor in the debate on 
renegotiation and several other defense-related issues. We urge there- 
fore that such measures be determined solely on their merits. If mas- 
sive changes in the Government procurement system are needed — 
and we beueve they are not — ^they should be accomplished through the 
appropriate process within that system and not by means of the out- 
dated renegotiation system. What will result is an additionaV layer 
of so-called controls bogged down in administrative and technical 
problems of such major proportions as to be unworkable and counter- 
productive. 

That would indeed be a sad commentary on the abilities of reason- 
ing men and women in industry, the Congress and the executive branch 
to sort the genuine problems from the myths and prejudices surround- 
ing defense contracting, and I, for one, would be disheartened to have 
had a role in such an effort 

Thfuik you, Mr. Chairman. 

\Tbid prepared statement of Mr. Harr, on behalf of the Aerospace 
nes Association of America, Inc., follows :] 
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STATBMEMT OF KARL 6. HAUL. JR.. PIB8IDBRT 
AEROSPACE liTDUSTRIES ASSOCIATION OF AMERICA, IMC. 
PEKTAIWISK TO 
H. k. 40fl2 
TO AMEND THE HENIGOTIATIOK ACT OF 1951. 
BEFORE THE 
SUBCOMaTTEE CM GENERAL 0VERSI6BT AMD RENKOTIATIOM 
CGMMITTEE ON BAMKIMG, FINANCE AMD URBAN AFFAIRS 
U. S. BOOSE OF REPRESENTATIVES 



March 30, 1977 



Mr. ChAlman and MMiib«r« of tha SubcosHlttea: 

I am Karl 6. Harr, Jr., Praaldant of tha Aaroapaca Induatrlaa Aaaociatlon 
of Aaerlca, Inc. (AIA). rapraaantlAg A8 of tha nation' a laadlng nanufaccuTara 
of dafanaa and apace producta. Our aaabar coapanlaa and thalr «gtb£oiicitactora 
and auppliara conatltuta an indua trial aagaant aff acting tha mcoaomf of avary 
atata In the Ublon and ona deeply Involved In aupplying needed Iteaa and aer- 
vlcea to the govemaant. Wa participated In praviotia hearlnga of the SobcooBlCtee 
on General Overalght and Renegotiation concerned with aatnding and extending 
the Renegotiation Act of 1951 and were deeply troubled by the legialatlve pro- 
poaala which developed from thoae hearlnga, culainating in the Ranegotiatloa 
ReforB Act of 1977. Thla bill, H. R. 4082. contalna provlalona which wUl 
adveraely change the renegotiation proceaa aa it haa been applied for aore 
than 30 yaara, with no foreaeeable advantagea, and in fact aoaa foreaeeabla 
diaadvantagea, to the gove ma ant. 

To be direct, we are flmly convinced that renegotiation no longer haa 
a lagitiaate place in tha procuraaent proceaa. The cireuBatancea which origin- 
ally juatlfled it are not only entirely different than they were, but are 
virtually tha oppoaite. In place of the craah ■obilisation of Horld Har II 
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and Korea, when adequate procureaent controls were unfortunately absent, we 
now have, and have had for nany years, the most carefully regulated, conr 
trolled and audited procureaent process any country has ever known. 

Renegotiation is Justified neither by its performance nor by the economic 
facts. It is not cost effective end its tsrget is one of the lowest. prof it 
industries in the country. 

Nor is it Justified as a safeguard. There are a dozen better mechanisms, 
already in place, to guard against excessive profits on government contracts. 

Furthermore, it is expensive in terns of its reporting procedures and 
inequitable in that it constitutes a tax without a rate. In short, renego- 
tiation is an unwieldy vehicle, based on false premises derived from circum- 
stances long since changed. 

We therefore feel that the Board outlived its usefulness a long time ago 
and should now be allowed to expire gracefully. 

To not only fail to take such a course, but to instead beef up the powers 
of the Board, as proposed in H. R. 4082, would be to compound the folly of the 
past decade or so. 

Specifically, AIA*s membership is troubled by those provisions of H. R. 
4082 affecting the method of renegotiation, the method of accounting, the 
standard connercial article exemption, interest and audit requirements. We also 
strongly oppose the provision to make the Renegotiation Act permanent legis- 
lation. It is our belief that all of these proposed changes are of highly 
questionable value in a peacetime government procurement environment. Further, 
substantial question exists as to whether the proposed changes relating to the 
procedures and method of renegotiation are even capable of being implemented. 
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At the very least* such chsnges will cause en uanecesssry end substentlel increase 
in the total cost of renegotiation without eny known econoaic benefit. 

We are particularly pussled end concerned that the Subcoanittee, in 
developing the provisions of H. R. 4082, has apparently chosen to ignore 
run— ■mlirinns of the staff of the Joint CoiMittee on Internal Revenue Texa- 
tion which had studied* under congressional msndate, the provisions of the 
Act and the operations of the Renegotiation Board for over two yeers. Like- 
wise, the SubcooBittee failed to act on e principal recn— indition of the 
Conaiesion on Govemaent Procureaent, the Bouse Government Operations Coa- 
aittee, the General Accounting Office, as well as the Joint Internal Revenue 
Taxation Coaaittee. that the Renegotiation Board be directed by Congress to 
develop written guidelines and criterie explaining the application of the 
statutory factors in the renegotiation process. Further, the Subcoeaittee 
has failed to heed the Renegotiation Board's warning in 1975 that the proposed 
aaendaents, particularly those relating to the basic asthod of rsnegotiation, 
were of such a serious nature that they warranted "...considerable further 
analysis in order to assure e workable and equiteble piece of legislation." 

Our analysis of H. R. 4082 snd the retionale used for lnc£>rporatlng the 
new provisions leeds us to observe that the eaended legislstion coapletely 
disregarda the originel reasons for the creetion of the rmcgotletlon process. 
In our view, under this bill renegotiation would b sc oas a punitive aeesure 
rather than a aechaalsa to recapture ectual excessive profits that aey be 
realized on govemaent work during periods of national saergeney. Ihis 
developaent, we believe, is s direct result of unfeir end Isrgely uasup- 
ported criticisa of the Renegotiation Board and the defease industry, per- 
ticularly the larger contractors. Such criticisa steas prlasrily froa the 
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fact that In recent years relatively few determinatloiia of excessive profits 
have affected the 100 largest defense contractors. The critics contend that 
this results either from deficiencies in the Renegotiation Board's review 
processes or from the alleged "fact" that large contractors have the ability 
to tailor their filings so that excessive profits are hidden within a cooplex 
corporate structure. No recognition is given to the fact that profits in 
the aggregate for large contractors are low or even deficient as a restilt of 
the nature and complexity of the high technology articles they produce and 
the BOpbldtlcated govemaent procurement procedures used in contract award 
and adminifltratioii for such articles. However, it can be demonstrated that 
this is the case. 

It is not our intent to say that the defense industry is above criticism. 
However, it is our belief that certain criticisms which have led to various 
provisions in H. R. 4082 are so general and unsupported as to be without merit. 
Apparently industry has failed to make the realities of the defense business 
environment understood. Defense contractors comprise one of the most regulated 
"unregulated industries" in the business coimmmity. They must be responsive 
to reams of government procurement policies and regulations, to layer upon layer 
of government audits, and contracting and performance monitoring processes with- 
out equal. All of these things, particularly as applied to procurements of 
major military and space hardware, practically preclude the realisation of what 
could truly be defined as excessive profits. Because of this, the Aerospace 
Industries Association has taken the position that renegotiation can no longer 
be justified economically. In other words, the total industry and govern- 
mental cost of renegotiation, which for the most part is borne by the government 
either directly or through the prices paid for goods and services purchased, 
exceeds any potential recovery of actual excessive profits. 
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As prsvloualj indicated, our principal objactiona to R. R. 4082, and 
wa baliava thoaa of the lanatotiation Board in 1975, concam Saction 4(a)(2), 
ralating to tha aathod of rcDeftotlfltioii and nathod of accounting. Thaaa pro- 
viaiona would raqulra ranagotiation by dlviaion and by najor product llna within 
a dlviaion of tha contractor or subcontractor, would prohibit tha uaa of tha 
percantAge-of^coiiipLetloa nathod of accounting and would traat contract optiona 
and ncrdiflcAtions as naw contracta. 

It auat ba kapt in nind that ranagotiation la, in affact, tha iapoaition 
of an axcaaa profita tax, subjactivaly detarained, on dafanaa-ralatad buainaaa. 
To furthar fragasnt such datandnationa Into divisions or product Unas, with 
tha iBpllcation that only tha profitable buainaaa will ba renegotiated and 
no conaideration will be permitted for losses in other divisions or product 
lines, would be conplately inconsistent with state and federal practicea with 
respect to taxation of corporate profita. Ua alao believe the proposed legis- 
lation raiaea a very sarioua queation of equity. On one hand, tha govamaent 
inalats that total corporate reaourcea be applied to the perforasnce of sny 
given contract, yet in H. R. 4082 the govemaent will be authorised to daasnd 
a refund of profits earned in one diviaion or aajor product line while leaving 
the loaaes or low profits in other divisions or product lines for industry to 
absorb. This is patently inequitable. 

The second aajor change, eUat nation of the percantaga-of-coapletion 
■athod of accounting, ia apparently baaed on the allegation that this aathod 
la inaccurate and iapracise. In sctuality, thia asthod is only iapraeise in 
that it involvea eatiaatae. However, both tha baaia for tha aatiaataa and tha 
estiaatea theaaalvea are auditable, and are in fact audited by the govamaant. 
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and are subject to reasonableness verification under various progrsB aanage- 
ment reporting systems. P^rtheraore, the percentage-of-coopletion aethod of 
accounting Is acceptable to the accounting profession and Is considered precise 
enough for reporting to stockholders, for government billing purposes and for 
determining taxable Income. Forcing contractors to be renegotiated on a com- 
pleted contract basis, compounded by the requirement that contract options and 
modifications be treated as nev contracts, materially changes the whole concept 
of renegotiation and in effect institutes a contract-by^contract repricing 
technique. If this is indeed the intention, ve submit that this could better 
be accomplished within the government procurement structure, rather than the 
renegotiation structure. 

Since most contractoirs do not maintain their books and records for financial 
accounting, tax and other reporting purposes in the manner contemplated by these 
provisions, they will be forced to maintain separate sets of accounting records, 
for renegotiation purposes. The provisions also will completely nullify 
renegotiation in the aggregate as employed for more than 30 years and will 
materially change the concept of fiscal year renegotiation. The changes will 
be extremely difficult to administer and will substantially Increase the overall 
cost of renegotiation for both industry and the government with no assurance of 
economic benefit. 

A third onerous provision of the bill. Section 5(b)(2), modifies the 
standard commercial article exemption by increasing from 55 to 75 percent the 
percentage of goods which must be sold commercially to trigger the exemption, 
and instituting other changes. The rationale behind these changes apparently 
was that while exempted articles and services account for only approximately 
three percent of all sales to the Defense Department, to the extent that the 
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■arkat for such sales is doalnstsd by Isrgs-scslc gpvriisnt proeursBMits, the 
free aarket pricing systaa doas not function as affectively and coepetltlvely. 

This excBptlon, however* was carefully studied In 1968 and was detenined 
by the Congress to serve a useful purpose. We are aware of no supportive data 
to the contrary. Nevertheless the effects of changing the provision are 
painfully clear and would devolve vainly onto the saaller contractors. Not 
only will nore saall businesses be subject to renegotiation as a result of 
the provision, but Infoxaatlon will be required which Is not routinely gener- 
ated, adding substantially to the adalnlstratlve costs of theee saaller busi- 
nesses. In our view, changes of this sort should result froa coaprehenslve 
study and a careful deteralnatlon of their necessity and adverse effects. 
In the absence of saae, we reconoend that the provision be deleted. 

A fourth objectionable feature of H. R. 4082, Section 8(a), requires con- 
tractors to pay Interest on excessive profits froa the conclusion of the fis- 
cal year In which these profits were aade. The current law requires payaent 
froa the date of the order by the Renegotiation Board. Inasauch as the delays - 
which are usually beyond the contractor's control and within the Board's con- 
trol — are aeasured in years, it is aost inequitable to charge the contractor 
for this period. To do so, in fact, discourages the Board froa expediting Its 
findings. We would strongly oppose inclusion of this provision, except perhaps 
for setting penalty payaents against the contractor when delays result froa 
his willful feilure to file or furnish Inforaatlon on a tlaely basis. 

The fifth unreasonable provision of this bill. Section 10(b), requires 
that every financial stateaent subaitted to the Renegotiation Board be veri- 
fied by an audit. The iaplication is that contractors are escaping excessive 
profit deterainations by subalttlng Inaccurate data. To our knowledge this 
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cannot be supported. The Board, in fact, already has the authority to audit 
the books and records of contractors and subcontractors subject to the Act. 
This authority, however, for obvious reasons of tlae and maapoirer, is pre- 
sently discretionary and is not required for each of the approxlmtely 4,000 
filings submitted to the Board annually. We believe the added expense of 
mandatory audit simply cannot be Justified and we believe that this is re- 
flected in the fact that the Board has never requested such authority and in 
fact strongly opposes it as unwarranted and burdensome. Accordingly, we re- 
commend that this requirement be withdrawn pending some evidence of its 
necessity or desirability. 

For all of the foregoing reasons we strongly recoonend that the Act 
not be made permanent and, at most, be extended for a reasonable period 
pending further study. 

That concludes my remarks on the specific provisions of H. R. 4082, 
Mr. Chairman. However, before attempting to answer any questions you mlglht 
have, I would like to say one more thing. In our view, there seems to be an 
attitude, or atmosphere if you will, underlying the introduction of these 
restrictive provisions with which we would take extreme exception, and that 
is that the large and varied segment of American indiiaJU7 ^^^t^g^*^ in supplying 
defense goods and services is somehow working against the interests of the 
country, is out of control and is inviting what are seen as these long overdue 
measures to bring it to heel. Hand in hand with this thought is the apparently 
common perception that the defense Industry is wallowing in high profits, 
reaped at the expense of social programs and ttimed in the form of ireaponry 
on the Innocent populations of the world. 

None of this could be farther from the truth. The defense industry works 
closely with the government to Implement defense policies determined by that 
ao'yemaent and doe^ so with maximum efficiency, speed and cost effectiveness. 
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Repeated studies of defense Industry profits have shoim that these profit 
levels aey indeed be too low to support the aMbilisation and coapetitive bases 
of the United States. 

Nevertheless* we detect a sonewhat punitive flavor in the debate on 
rens^gotiation and several other defense-related issues. We urge therefore 
that such aeasures be determined solely on their aerits. If asssive changes 
in the govemaent procureaent systea are needed — and we believe they are 
not — they should be accoaplished througlh the appropriate process within 
that systea and not by aeans of the outdated renegotiation systea. What 
will result is an additional layer of so-called controls bogged down in ad- 
ainistrative and technical probleas of such aajor proportions as to be un- 
workable and counterproductive. That would indeed be a sad coaaentary on 
the abilities of reasoning aen and woaen in industry, the Congress and the 
Executive Branch to sort the genuine probleas froa the ay the and prejudices 
surrounding defense contracting, and I, for one, would be disheartened to 
have had a role in such an effort. 
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Mr. MiNiSH. Thank you very much. The subcommittee will stand in 
recess until 4 :10 p.m. 

[Whereupon, the hearing was recessed, to reconvene at 4:10 p.m. 
that same day.] 

AFTERNOON SESSION 

Mr.MiNisH. The hearing will come to order. 
The next witness will be Edwin Hood. You may proceed. 
Mr. Hood. Mr. Chainnan, do you want the diort version, or the 
short-short version ? 
Mr.MiNiSH. Short-short-short. 
Mr. Hood. Yes. 

STATEMENT OF EDWIN H. HOOD, CHAIKHAN OF THE BOABD OF 
DIKECTOBS AND PRESIDENT, SHIFBUHDEBS COUNCIL OF 
AMERICA 

Mr. Hood. My name is Edwin M. Hood. I am chairman of the board 
of directors as well as president of the Shipbuilders Council of Amer- 
ica, an industry trade association composed of major ^pbuilders, 
shiprepairers, and ship component manufacturers in all sections of the 
country. 

Our membership is ordinarily engaged in the construction, repair, 
or modification of major ships including those for various departments 
and agencies of the Federal Government as delineated heretofore in 
section 103 of the Kenegotiation Act of 1951. We have a vital interest 
in current endeavors to revive, extend, and amend the act. 

There is, in our collective judgment, no practical rationale — or jus- 
tification — for revival of the Kenegotiation Act. Alternatively, it is 
our firm opinion that were the act to be revived, it should take the 
form of a simple extension for a minimum specified period of time 
to enable a congressionally mandated, presidentially appointed "Blue 
Kibbon Commission," or the Office of Management and Budget, to 
measure, with thoroughness, costs against recoveries in recent years 
and to assess, with finality, the efficacy of utilizing latterday statutory 
and regulatory controls instead of renegotiation. 

The results of such an analysis, we believe, will demonstrate, in a 
convincing manner, that (1) bottom line returns to the public treasury 
have been either negative or negligible; (2) contractors' reporting 
costs are invisible, though substantial, and exacerbate the ever-decreas- 
ing buying powers of the defense dollar; and (3) the Renegotiation 
Board should accordingly be a specific candidate for elimination as a 
part of the administration's enunciated objective to reorganize and 
restructure the executive branch of the Federal Government. 

In concluding that the Renegotiation Act of 1951 should not be re- 
vived, and should not under any circumstances become permanent law, 
we raised and answered, to our satisfaction, several critical questions. 

SHOULD THE GOVERNMENT HAVE SAFEGUARDS AGAINST EXCESSIVE PROFTTS? 

Obviously, the Government should and must have safeguards against 
windfalls or excessive profits, even though it is difficult to define what 
is or what is not "excessive.'' 
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Enactment of the Vinson-Trammell Act of 1934 for naval vessels 
and aircraft and inclusion of section 505(b) in the Merchant Marine 
Act of 1936 recognized this fundamental point. Both specified profit 
limits. 

However, these provisions were found to be unworkable in wartime 
when normal contracting methods had to be discarded, and they were 
quickly supplanted by the Renegotiation Act of 1942. 

The profit limitation provisions in these two statutes were automati- 
cally revived with the expiration of the World War II Renegotiation 
Act, but the Korean hostilities triggered enactment of another Re- 
negotiation Act in 1951. 

The Armed Services Procurement Act of 1947 and the Federal 
Property and Administrative Services Act of 1949, in the intervening 
years, had not produced an effective system of regulations, nor was 
there sufficient tmie to develop an effective system. 

For emergency procurements during the Korean conflict, it was 
perhaps appropriate to revive the renegotiation concept in 1951, but, 
a quarter ot a century has now passed and contracting methods have 
become far more precise and stringent. 

As now set forth in the Armed Services Procurement Regulation — 
ASPR — ^the Federal Procurement Regulations — FPR — ^and parallel 
regulations adopted by the U.S. Coast Guard and other governmental 
agencies, procurement policies, practices, and procedures of far more 
sophistication have been developed and adopted. 

Furthermore, enactment and implementation of Public Law 87- 
653, the Truth in Negotiations Act of September 10, 1963, has a par- 
ticular and influential relevance. 

We most respectfully contend that the renegotiation concept has 
been replaced by contemporaneous procurement laws, regulations, and 

Sractices which assure adequate protection of public funds. Redun- 
ancy and needless Federal expenditures would be the product of ex- 
tending an outmoded and ineffective concept of renegcytiation. 

WHAT ARE EXCESSIVE PROFITS? 

The Renegotiation Act, as suggested earlier, does not define exces- 
sive profits. Instead, it merely stipulates factors to be considered. The 
excessiveness of profit then becomes a judgmental function of the 
RenePTotiation Board or its staff. 

This process can result in an efficient producer being penalized be- 
cause his low-cost efficient operation may yield comparatively larger 
profit. The renegotiation concept therebv poses a serious hindrance to 
incentive, rigid cost controls, and effective management. 

With respect to the Department of Defense, Maritime Subsidy 
Board, and U.S. Coast Guard work, the ever-increasing professional- 
ism and afirgressiveness of Gk>vemment contract personnel and more 
stringent laws and regulations have combined to accentuate the im- 
probabilitv of excessive profits. 

We believe further that profit control is inherent in price competi- 
tive situations created by the marketplace. In circumstances when 
^^pure'' competition is not feasible, the system of profit control spelkd 
out in the Armed Services procurement regulation ^^weig^tqd 
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lines" and the "truth in negotiations" rules established under Public 
Law 87-653, supported by Govenment audit, serves to permit only a 
fair and reasonaole profit to the contractor with effectual protection 
to the Government. 

Our view in this respect is more than amply fortified bv the results 
of the recent Department of Defense "Profit '76" study which showed 
that shipbuilding profit returns from defense contracts in the 1970-74 
time period were 2.9 percent of sales, before taxes— actually a profit 
of 0.6 percent of costs was reported, contingent on nonrecovery from 
certain unresolved contract claims then and still outstanding. 

WAS THE RENEGOTIATION ACT CX)8T EFFECTIVE? 

The House Committee on Banking, Currency and Housing in House 
Report 94-699 at page 4 states: "In the last 5 years, the Renegotiation 
Board has made excessive profit determinations in excess of $230 mil- 
lion." It adds : "Since the inception of the act, the Board has made 
excessive profit determinations in excess of $1 billion." Based on these 
data, the subcommittee then finds there is a need to extend the act. 

We have reviewed several sources in an effort to determine whether . 
or not the quoted information is valid, particularly since contract per- 
formance times are not included. 

The table and explanatory information on page 15 of the 21st An- 
nual Report of the Renegotiation Board for 1976 seems to provide a 
meaningful gage and confirms that from 1953 through 1976, a period 
of 24 years, the Board made determinations of excess profits totaling 
$1,305,000,000 before deductions of credits for Federal income and 
excess profit taxes, and that, after tax adjustments and credits, the net 
was $560 million — ^an average of $23 million a year. 

This tabulation further illustrates that during fiscal 1976, gross 
determinations were $40.1 million, with after-tax adjustments and 
credits of $19.3 million resulting in a net of $20.8 million. This same 
report — page 23 — shows that, during fiscal 1976, Renegotiation Board 
expenses amounted to $5.6 million. 

The net value of these determinations, however, is very probably 
negative. If proper consideration is given to the results of continued 
application of renegotiation in that it increased contract costs, or 
has discouraflred competition for government work and thereby lim- 
ited those willing to participate, it may well have been that the entire 
process was counterproductive. 

With regard to the expenses of the Renegotiation Board, we wonder 
whether or not the data published in its annual report takes into 
account the many peripheral items of agency costs. 

Also, as a minority view printed in House Report 94-699 — ^page 
41 — points out, it is difficult to accumulate figures on how much it 
costs industry to comply with the requirements of the act. A figure 
of $72 million per year is estimated. 

If this figfure is accepted as approximating the cost to business 
in fiscal 1976, then instead of recovery, the net cost of the act to the 
taxpayer durin^^ fiscal 1976 was at least $57 million. 

We are confident that complete analysis of costs, as against excess 
profit recoveries in recent years, will evidence a negative return to 
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the public Treasury, with the only comfort to its proponents being 
that the existence of the law had provided employment for some 179 
people at the Washington headquarters and at the regional boards- 
see page 24 of 1976 annual report. 

At a minimum, during the last years of its existence, the act was 
hardly cost-effective and, if only for this reason, it should not be 
revived. 

We most earnestly urge that this distinguished subcommittee, after 
consideration of views presented here and by others, oppose and pro- 
posed legislation which would revive the Kenegotiation Act in any 
form. 

If, however, as a result of your deliberations, it is decided that 
short-term revival is desirable, we must respecttullv urge that jrou 
proposed a simple extension to provide time for a thorough inquiry 
mto the question of continuing need for the act within the parameters 
herein outlined. 

Finally, Mr. Chairman, on a related matter not under the cognizance 
of your distinguished subcommittee, we would urge the repeal of 
the Vinson-Trammel Act of 1934. As is the case in the Renegotiation 
Act, otiier statutes, policies, and procedures established in the inter- 
vening years have overtaken the need for existence and requirements 
of the act. 

Thank you. 

Mr. MiNiSH. Are you finished ? 

Mr. Hood. Yes, sir. 

Mr. MiNiSH. Thank you very much. 

Mr. Grassley, I recognize you. 

Mr. Grassley. Mr. Fluke, you said that evidently jrou had worked 
with Admiral Rickover, and, of course, tomorrow I will have a chance 
to ask him questions as well, but since you obviously know the man, I 
don't know whether you are aware of the fact that he savs the Renego- 
tiation Board is the greatest sieve in Government, which would be 
quite an argument for changing it and making it more powerful, and 
making it serve a better purpose. 

Womd you please comment on Admiral Rickover's qualifications as 
an accountant, and the expertise which qualifies him to make such a 
statement? 

Mr. Fluke. I would like to take a minute, because I think it needs a 
little qualification. 

First of all, as I mentioned when I first ran into the gentleman, which 
was in November 1940, 1 learned a great deal from him. There is no 
question in my mind, knowing how the Navy works, and seeing some 
of the things that went on in it, that this country is tremendously in- 
debted to that man for the nuclear submarine, and the nuclear propul- 
sion. Without him I estimate that it would not have happened. 

Some of the Navy's plans at that time, I believe, were to have a long- 
range plan, which was mainly a defense against Congress, of having 
nuclear propulsion in 1966. I would hate to think what would have 
happened had we had to wait such a long time for nuclear propulsion 
to be realized. 

Now, the admiral along the way, despite his excellence, has forgotten 
a couple of things. One, for him to exercise some of his perception, aiu^ 
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his intuition, and some of his management, he had to have a large in- 
dustrial base, where a lot of significant development went on, to make 
nuclear energy possible. He did not originate nuclear energy. He 
merely applied it to the Navy, which was a big step. 

I again emphasize that I admire his record for the nuclear propul- 
sion achievement. In the process, I think too little credit, however, has 
been given to the many suppliers of various items that go into nuclear 
propulsion that were developed under the private enterprise system 
which the admiral seems to forget about. 

In the process, he became expert in a couple of other things. Renego- 
tiation, and also the educational system. I will just cite it, because I 
don't agree with his educational remarks, either. 

I particularly disagree with his comments on the renegotiation 
thing, because I thiiJc he would like to have it do things that it cannot 
do, and he does not know enough about the business side of this coun- 
try to make his comments stick with j ustice. 

In his approach, good people are damned by accusation without a 
fair day in court under some of his comments. 

Now, I see this man as a tremendous patriot for this Nation. I see 
him also as talking about a few things that I don't believe he knows 
very much about. 

Does that answer your question, sir ? 

Mr. Grassley. Yes. 

What is that stack of paper you have in front of you ? 

Mr. Fluke. This paper ? 

Mr. Grasslet. Yes. 

Mr. Fluke. This is renegotiable sales for the last year. It is aj)proxi- 
mately $13 million worth of paper. The data is confidential to this com- 
pany. I would hate to lose it. 

Mr. Grassley. That isn't something you have to file in the renego- 
tiation process? 

Mr. Fluke. This is how we determine what our renegotiable sales 
are. We have just been audited again. I might add, we have been 
audited for the last 20 years. They have never picked up a dime. 

Mr. Grassley. Do you have to file this with the Renegotiation 
Board? 

Mr. Fluke. These are our renegotiable sales. 

Fortunately, the company has become large enough so that I dont 
have to get too much acquainted with it because I think I would take a 
quick jump off the nearest bridge. This is particularly nonproductive 
and abusive and the nonproductive kind of stuff in our business that 
I hate. It doesn't produce a dime for this company. It restricts us from 
creating jobs, creating products. It performs no useful fiscal function, 
except a waste of assets, if that is useful. 

Mr. Grassley. I get the impression from your comments and all the 
comments of the people on this panel, that the bill's definition of prod- 
uct lines and audit are poorly thought out, very loosely drafted, and 
thev mean different things to each one of you. 

Would any of you care to comment about whether that might be 
the case? 

^ Mr. Habr. I would just say I think the whole principle of product 
line is inequitable. I mean, without^ta'lking about how it is set up or 
aj^ything else, the principle of doing it that way is wrong. 
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Mr. Ltle. I agree with your assessment that we think it is quite 
vague, and this will be part of the problem of applying it. There is 
no common understanding of terms. 

Mr. Grassley. If we end up passing this legislation, we are going 
to have to establish some sort of definition as to what product line is. 
Otherwise, the administrators will be in a heck of a mess trying to 
administer some act that we haven't established the definition in. We 
have been working 2 years at this. 

Can you define it? 

You are shaking your head no. 

Mr. Fluke. Is it the appropriate comment on that? 

Mr. Grassley. Yes. 

Mr. Fluke. No. That is one of the things, Mr. Congressman, that 
worries us. 

First of all, excess profits can't be defined. Let me try to illustrate 
that, if I may. A 1-percent profit is a pretty good profit in a grocery 
store, for example. In our type of business, 7^, 8 percent or so, as 
I have indicated in my testimony, are necessary levels of profit. 

We have been growing about 20 percent a year. In order to finance 
ourselves, we need to at least get a third of that in terms of percent- 
age in the form of retained profits. Koughly about 7 percent net 
profit is required in our case, or else we can't finance our growth. Even 
doing it that way is a pretty hard effort. 

I don't know what the Renegotiation Board is going to claim is 
adequate or excess profit. Also, there are various parts of our com- 
pany that makes different products. 

We are divided up into five business units. Perhaps it has been for- 
gotten how new products are developed. Technology is marching very 
fast. 

This requires significant new products to be developed, or we are 
going to lose the competitive race. Where does this money come from ? 
It cost us $1 million to $1^/^ million for each new product development. 
That money is available because some other part of the company 
generates enough cash to pay that development bill. We spend about 
10 percent of our sales dollars, as I mentioned, in new product develop- 
ment. That 10 percent has got to come from someplace. 

Now, if the product line wears out, or doens't sell, the profit starts 
to be reduced, and then finally disappears because of low volume and 
there is nothing to be plowed back into new products. If you don't 
keep the new products flowing, we go out of business. 

Mr. Grassley. Thank you. 

Mr. Stewart. May I supplement just very briefly. 

I am not sure that I would be prepared to argue that the Congress 
should attempt to include in the statute a definition of what is a 
product line. 

Mr. Grassley. You say we should? 

Mr. Stewart. I say I am not prepared to argue that you should. 
I have a serious quarrel with the philosophy of the provision, on a 
number of grounds, which we have spelled out. But let me make the 
point another way. What is a product line ? The language of the bill 
reads, "shall renegotiate all contracts and subcontracts by division 
and by major product line within a division." 
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If you look at the experience of product line reporting to the 
Securities and Exchange Commission on the 10 (k) requirement, jrou 
will find varied approaches on the part of individual companies, with 
reference to what they feel is the proper breakdown of product lines. 

We have gone through the experience of the Federal Trade Com- 
mission proposal, which is still in the courts with respect to product 
line information. Product line breakout is involved in other thin^, 
including the new proposed form imder the merger prenotification 
requirements of the new Hart antitrust legislation. 

You can find evidence of the fact outside of renegotiation that 
product line concepts vary from industry to industry and company 
to company. 

It would be a very hard thing, in my opinion, for the CongresB to 
undertake a definitive product line definition, 

I don't recommend that you try. But I do think that the fact that 
it's difficult to do it, in addition to the other arguments that have been 
made for you, is supportive of the proposition that the particular pro- 
vision should not be in the bill. 

Mr. Hood. Mr. Grassley, we see some problems with product line 
reporting, as they related to our suppliers and subcontractors. 

We believe it would tend to discourage them, and drive them away 
from our type of business, thus reducing the industrial base, and if we 
don't have the components, we can't build the ships. 

Mr. MiNiSH. Thank you. 

Mr. Stewart, during your testimony you said that business is no 
longer interested in bidding for Government contracts. 

Mr. Stewart. Not quite. I dicbit say that. I said that there is a pro- 
gressive and serious erosion of the Government contract base by com- 
panies who have options. 

There obviously is a so-called defense industry, which is primarily 
in the Government contract business, and I don't see much change in 
their picture, except to the extent that some of those major systems 
people are beginning to reach out, for non-Government work. 

Mr. Mjnish. Well, I can understand it. They should try to get non- 
Govemment work. They ought to diversify. But certainly the legisla- 
tion that we have here today has no bearing on what business is think- 
ing of doing or has been doing on Government contracts. 

Mr. Stewart. I disagree IW) percent with your conclusion. 

Mr. MiNisH. Are you saying that H.K. 4082 has a bearing on what 
business is presently doing in terms of trying to get out of the Govern- 
ment defense contract business? 

Mr. Stewart. I don't mean to criticize in responding. You are over 
simplifying my answer. 

My answer is this. I do not charge renegotiation with or without 
these modifications, which are very substantial in impact, as being the 
only culprit in terms of the pyramid of controls which confronts Gov- 
ernment contractors. 

What I am saying is that this would substantially add to that layer- 
ing of controls and would increase the incentive for business to get 
out of Government, cwtracts, some business^, many businesses, many 
industries, and that this is an addition to that which is already in 
place. 
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Do I make myself clear ? 

Mr. MiNiSH. You answered my question. 

This legislation may contribute to it if it is passd. But at the present 
time it is far from being i)assed. 

Mr. Stewakt. I am saying the existing law is a part of that structure. 

Mr. MiNiSH. I wouldn't think the present Kenegotiation Board is 
because they have been ineffective. 

Mr. Stfwart. Haven't done anything in terms of how you evaluate 
their results. Industry witnesses don't really differ too much in terms 
of whether or not renegotiation is worth it from the standpoint of cost. 

That has been covered by a lot of people. But even though a com- 
pany is relieved from a refund, it still has to go through a significant 
burden where it's subject to renegotiation to present its case, to file 
its voluminous papers, and so forth. 

Mr. MiNiSH. I'll get to that material. 

Le me ask you Mr. Fluke, is everything that is in your folder put 
together at the request of the Renegotiation Board ? 

Mr. Fluke. No. The Renegotiation Board 

Mr. MiNiSH. You said No ? 

Mr. Fluke. They come around to see us periodically. In the earlier 
days, we used to submit a report, and then because of changes — in 
order to have a basis on which to work with them, we have to collect 
and display all the renegotiable business that we have had during the 
period that they are going to take a look at us. This is that effort. 

There are $i3-million worth of sales, purchase order by purchase 
order, and have to determine that they are or are not renegotiable. 

This is usually indicated by the purchasing activity or the customer, 
as to whether they are or not. 

But sometimes they are not. So we have to try to determine their 
status. I can never tell you whether we have absolutely included all 
renegotiable orders or not, or whether there has been some that should 
not have been included, simply because when it goes back into some 
customer's woodwork, it is sometimes very hard to find the correct 
status, Mr. Chairman. 

Now, if it were not for this requirement — and you made the state- 
ment to the gentleman on my left a minute ago, that because the Board 
does not operate, it does not bother us. 

I would submit, sir, this is not so. We don't prepare this because we 
love EDP expenditures. We prepare this so we dont get hauled off to 
the pokey if we don't have the data. 

Mr. MixNTSH. Is that the only purpc^e that it serves ? 

Mr. Fluke. That is the only reason. Neither did we lug it back here 
to ffet exercise, because I hate exercise. 

[I^aughter.] 

I l^e down until the urge passes. 

We broup-ht it back here as a demonstration of what we go through. 
And, Mr. Chairman, while I have the floor, and feeling somewhat 
verbose, let me say to you this is indicative and exemplary of a num- 
ber of Government processes which are absolutely killing this com- 
pany, as far as it is a free enterprise outfit, and it is paperwork, paper- 
work, that is very costly. 
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Mr. MiNiSH. Did I understand you correctly said that in 20 years, 
or 21 years 

Mr. Fluke. In 20 years, they have never collected a dime, sir. 

Mr. MiNiSH. You've done very well. 

Mr. Fluke. No, sir. 

Mr. MiNiSH. Did you lose money on the Government contracts? 

Mr. Fluke. Sure. There isn't anybody that has done business with 
the Government that hasn't lost money in certain instances. But, be- 
lieve me, the Government doesn't show that much interest when we 
fall flat on our fiscal face. 

Mr. MiNisH. I find it hard to believe that is a true statement. 

Mr. Fluke. Sir, look, what advantage do I have to come here and 
tell a falsehood ? 

Mr. MiNisH. Let me say this to you : I don't think anybody bids for 
Government contracts with the intent of losing money. 

Mr. Fluke. It may turn out that way, sir. Business is a risk which 
seems to have been forgotten sometimes m these parts. 

Mr. MiNisH. Well, overall, has your con^pany made money on Grov- 
emment contracts ? 

Mr. Fluke. Yes, sir, or I wouldn't be sitting here. 

Mr. MiNiSH. That is right. 

Thank you. 

Mr. Harr, are you familiar with the McDonnell Aircraft purchases 
of Douglas Aircraft? 

Mr. Harr. Well, if they did, yes. I lost two members, becauise the 
two members became one at that time. 

Mr. MiNisH. Probably it is more profitable now, though. One was 
losing money. 

Let me tell you what I am getting at. In 1966 the McDonnell Air- 
craft Corp. bought the Douglas Aircraft Corp. with excess of profit 
received from the sale of the F-4 fighter planes. I m^an that by using 
the percentage-of -completion method of accounting, which H.K. 4082 
will prohibit, McDonnell was able to allocate all its costs of the first few 
years of their long-term contract for the production of the F-t's. 

McDonnell was then able to offset its large profits into later years 
of the F-4 contract, with the losses which were on Douglas' books when 
McDonnell purchased it. 

Mr. Harr. Yes. 

Mr. MiNiSH. Thank you. 

Mr. Harr. Are you asking me a question ? 

Mr. MiNisH. Are you aware of these facts ? 

Mr. Harr. I am not aware of the facts exactly as you stated them. 

Mr. MiNiSH. Rather than returning money to the U.S. company, 
they allocated their profits to its losing venture. 

Mr. Harr. I am aware of the 

Mr. MiNiSH. That is documented. I didn't pull this out of the air. 

Mr. Harr. I am not that intimately familiar witii it, because, ob- 
viously, as the president of an association, I stay out of the details of 
a controversial matter involving one of our members. But I am ^Ud 
you brought the subject up, because I understand that tiiereiiad Seen 
some mention that petrhaps this was a continuing justification J^ the 
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Renegotiation Board and I just don^ think that argues that way at 
all. 

I think, as a matter of fact, the difference that exists in the renego- 
tiation process now, the degree to which the Government now calls 
all the shots, Mr. Chairman, is one thing that seems to get lost in the 
shuffle. The purchaser of weapon systems and space systems is a 
monopsony, the seller has no place else to go but the Government of 
the United States to develop and sell such thmgs. 

He must compete fiercely to get these monopsonistic contracts. 

The Grovemment can lay down any rules it wants to, including some 
rules that joa and I probably don*t think should be laid down. When 
the competition gets tough, which it always does on significant pro- 
OTams, some of this error is attributable to pressures emanating from 
me procurement agencies, some from industry, and some from the 
C ong ress, when contracts are sought in different jurisdictions. 

We all know about those things. They should be ^raightened out. 

But the fact is that any big company — when you're talking about 
my members, you are ta&ing a'bout all the big primes in the aero- 
space industry — is not going to get out of the busmess. 

They may diversify to some degree. Some of them have. 

But they can't take a windfall profit and run to the Bahamas. They 
are here on a multibillion dollar oasis, and their survival depends on 
their being in the good graces of their one cusJtomer and regulator. 

And I can tell you that if anybody, anywhere along the line, in 
today's system is to get anything that looks inequitable to the pur- 
chasmg party, that is the U.S. Government, that inequity is ruled out 
one way or another. 

Look, I donM; want to give a long speech, but it is important to say 
this: Beginning with atwut the Korean war, and after the Korean 
war, this country for the first time in its history went into the business 
of having a large peacetime military industrial base. Always before 
that, this peace-loving Republic would stay disarmed, unless somebody 
was coming down our throat, and then we frantically armed, put it 
all together, and then "killed the Jap," or whatever, and came back 
and demobilized in the same wasteful fashion. 

There was no time for developing elaborate procedures. The same 
thing was true when we mobilized for Korea. The very same thing. 
We had another crash mobilization. We have noted that situation since 
the early 1960's, and the process on all sides — the Congress, the order- 
ing agencies, the purchasing agencies, and industry— 3ias become ter- 
ribly sophisticated. 

I think nobody fights what this bill is trying to do, Mr. Chairman. 
Nobody disagrees with the proposition that the taxpayer ought to be 

Protected against excessive profits to the extent that they can be 
efined. 

What w,e are saving is, in peacetime, renegotiation is an unwieldy, 
inappropriate vehicle, and also an unnecessaiy one. 

To me, this is the Government's Edsel, this Eenegotiation Board. 
It is an Edsel. There is no way in this world you can make it any- 
thing else; 
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If Henry Ford had said, "We will cure the Edsel by makiiig it a 
bigger Edsel," that would have been about the same thing as saying, 
"We'll add more ^taff to the Eenegotiation Board." 

Mr. MiNiSH. I don't have any other questions. 

Mr. Lyle. Mr. Chairman, may I ask you a related question ? 

Mr. MnasH. Do you mind if I ask you a question first ? 

Well, go ahead. 

Mr. Lyle. Putting aside the special case of a merger, for I can see 
how that would troimle you, the question you put to Mr. Harr, but for 
an ongoing company, however it's structured, with divisions and so 
forth, I cannot as a layman get my hands on the idea behind the con- 
cept of product line renegotiation. What is wrong with the principle 
of oflfsetting your plus^ and minuses? You as an individual are al- 
lowed to do it in your taxes. What is the principle that underiies the 
concept of pixxiuct line renegotiation? You chop off the excesses, but 
you let the companies suffer the losses. 

It doesn't seem fair or rational to me. I have never been able to 
understand it. 

Mr. MiNiSH. What am I allowed as an individual ? 

Mr. Lyle. On your income tax. 

Mr. MiNisH. I am not allowed to take losses on my income tax. 

Mr. Lyle. You can offset your gains. 

Mr. MiNisH. Are you talking about a racetrack where I can take 
a loss? 

Mr. Lyle. No. I am talking about losses in purchase and sale of 
assets — as a matter of fact, you can write off your racetrack losses to 
the extent of your gains. 

Mr. Harr. If you haven't tried that, Mr. Chairman, you can. 

Mr. Lyle. Buying and selling property and so forth, you can offset 
gains with losses. 

Mr. MiNisH. I am not in that business. 

Mr. Lyle. It is the same principle. 

Mr. Mjnish. Let me ask you, do you believe that of the many of 
the thousands of defense contractors, none are realizing excessive 
profits that should be returned to the Treasury ? 

Mr. Harr. Well, let me take a crack at that first. 

Mr. MiKiSH. No. Wait a minute. 

Mr. Lyle. In peacetime, as I said in my statement, I think as a 
matter of principle, we should not be dealing with excess profits. You 
can do it through the tax system, if you want to. You don't need this 
other thing — ^renegotiation — on top of it. 

Mr. MiNiSH. You don't think so. 

Mr. Lyle. In wartime, as I said, I think there is a moral principle 
involved. No one should profit unduly. Everyone should be devoted 
to the common end. In peacetime, that doesn't apply. And I don't 
think there is any moral basis for renegotiation 

Mr. MiNisH. It shouldn't apply just to wartime. 

Mr, Lyle [continuing]. Apart from the practical impossibility of 
determining really, in any objective way, what "excessive profit^ is, 
I don't think there's any moral basis for renegotiation in peacetime, 
J© OUT -free enterprise economy. 
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Now, if you want to go to a socialist state, sure, there is not supposed 
to be any profit then. 

Mr. MmiSH. Notwithstanding the fact that in the many years we 
were spending more money than we did during the Vietnam and 
Korean war years, you still don't think there should be any renegotiat- 
ing? 

Mr. Ltle. I think back in Vietnam and Korea, in my terms, that 
would be considered a wartime or emergency situation, and you might 
well invoke renegotiation then. But not now. 

Mr. MnosH. I am saying we were spending more money now than 
we did in the Vietnam and Korean years. 

Mr. Ltle. That doesn't mean it's unjustified profit. 

And where are all these profits? 

Mr. Fluke. Might I ask you a question ? 

Here you are in business. You have got to keep up with vastly 
increasing technology, and the money for developing products that 
will embrace that tedinology , so your product line won't run out, where 
do you think you would ^ the money? 

Mr. MiNiSH. Mr. Fluke, first of all 

Mr. Fluke. Where does it come from? 

Mr. MiNiSH. Mr. Fluke, let me say to you, that I am all for the free 
enterprise system. That ought to answer your question. 

Mr. Fluke. I understand that. 

Mr. MnasH. I am not for any socialist state. 

Mr. Fluke. Where do you think the money would come? Maybe I 
should explain it, rather than try to ask a question. I am not trying 
to be funny or embarrassing. 

Money is available because a company has been successful in gener- 
ating enough cash in the business to afford to pour that cash on a 
risk oasis back into new product lines. 

Now, if the profits are restricted across the company, whatever 
company this may be, whether they are making bread or manhole 
covers or electronic gear or whatever, if they are squeezed to the point 
where there is no wherewithal in the form of money to invest in the 
continued product improvement of that company, it will go out of 
business. 

If that isn't emphatic enough, I can't say it any more so. 

Let me go to the matter between wartime and peacetime. These aijB 
two vastly different conditions. Wartime almost always, and particu- 
larly in World War I and World War II, and some since then, have 
been characterized by plant capacity being loaded to the limit. That 
is not necessarily true in peacetime. In wartime, it should be the effort 
of everybody to win that war for the country. Everybody ought to 
pitch in doing what is for the national good in winning that war. 

It's just important in peacetime that the national good be served by 
a good industrial base for the next war and for the peacetime economy. 

I can assure you, sir, that unless this is recognized, that industrial 
base will not be aroimd. 

Mr. Mtntsh. It is clear in my mind what the position is, regardless 
of what the profit is, even though it's peacetime, and even though the 
Govertiment is spendincr more mohev than they did during some of 
the war years, the panel generally speaking doesn't agree with remei 
tiatioji. 
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Thank you very much. Just 1 minute. 

Mr. Grassley. Mr. Chairman, I have a comment in regard to this 
last matter the chairman brought up. 

When we were at the height of the Vietnam war, we were spending 
42 percent of the Federal budget on defense spending. Today we are 
spending 23 or 24 percent. So even though you are right, Mr. Chair- 
man, we are spending more dollars than we were at that time. If we 
were geared up for war, we would be spending billions and billions 
and billions more than we were spending then. One additional com- 
ment, just generally speaking, it isn't just in the defense contracting 
business that you have to generate profit to reinvest, to provide for 
the potential of gearing up for war. 

One of the reasons we have an unemployment problem in this coun- 
try is because in the last 20 years we have gone from a No, 1 place of 
all the leading industrialized nations in the worid of reinvestment of 
capital in our industry, which creates jobs, to the bottom of all those 
industrialized nations. The reason why that has happenexi is because 
we have had disincentives for risk capital to get involved. It has 
reached the point where England realizes that this is the iwson they 
are in the economic problem they are in. And even the socialist coun- 
tries and England are realizing that now to create iobs you have to 
encourage reinvestment in the private sector, not in the public sector, 
because the public sector is an entirely consuming sector. It doesn't 
create anv capital, anv new iobs. It lust spends. It iust consumes. And 
we have been a terriblv materialistic, consumption-prone society for 
the last 20 years, and that is, in part, a result of governmental policy. 
We have got to turn it around, not only in this area, but we have to 
turn it around in all aspects of our private sector. 

Mr. MiNiSH. I don't know what that has to do with renegotiation, 
but I am pleased that you said it. 

Thank you very much, gentlemen. 

Mr. MiNiSH. Mr. Marker, you are recognized. 

Mr. Marker. Thank you, Mr. Chairman. 

I appreciate it, particularly in view of the late hour, the oppor- 
timity to make my statement. 

STATEMENT OF HASC I. MASEEK. CHIEF COUNSEL AND ASSISTANT 
SECSETABT, SECUEITT PACIFIC LEASING COS?., SAN FBANCISCO, 
CALIF.; ACCOMPANIED BT GESALD A. MALIA, COUNSEL 

My name is Marc L. Marker. I am chief counsel and assistant secre- 
tary for Security Pacific Ijeasinq: Corp. of San Francisco, Calif. I am 
accompanied by Gerald A. Malia, our counsel. 

I appreciate the opnortunHv to appear before this subcommittee 
on behalf of Securitv Pacific Le^sin^ Corp., Security Pacific National 
Bank, and tl^eir affiliated financial institutions. 

Security Pacific is one of our Nation's 10 larflrest banking and 
financial institiitions, and as such, we provide strictly banking, lend- 
ing, and financial services to corporations and consumers alike. 

I am appearing for the purpose of requestinir a clarification, in 
H.R. 4082, of the term "subcontract" as it has been used in renegotia- 
tion matters, specifically in regard to bank lease trani^itctions. 
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I have submitted to the subcommittee a detailed statement on tlie 
need for an amendment and request that it be made a part of tlie 
record. With your permission, I will summarize my statement. 

Mr. MiNiSH. Without objection, it will be made part of the record. 

Mr. Marker. For over 13 years, one of the major services we have 
provided to our customers is equipment lease financing. Our customer 
and equipment leasing activities operate under detailed banking and 
Federal Reserve Board regulations and guidelines to insure the^r char- 
acter is solely financial, in the words of the Federal Reserve Board's 
regulation Y, "the functional equivalent of an extension of credit,'' 

In a bank lease transaction, our customer will initially decide he 
needs to acquire an item of capital equipment. Upon approval of credit, 
Security Pacific will then lease finance the acquisition of the property 
in accordance with the instructions of our customer under a net, full 
payout, nonoperating lease, with all maintenance, use, and repair 
obligations the responsibility of the lessee. The suppliers, the typo of 
equipment acquired, and the services to which it is put are solely within 
the discretion of the lessee during the term of the transaction! 

In recent years, a question has arisen as to whether bank lease trans- 
actions mi;?ht be subcontracts subject to renegotiation. We do not be- 
lieve that Congress intended that such purely financing transactions 
were subcontracts, nor should they be. This uncertainty has resulted 
in needless paperwork in terms of reports, surveys, and related unnec- 
essary filings at the Renegotiation Board. Compliance with the pivsent 
regulations has been expensive, voluminous, tedious, and unnec^^ssary. 
It is a burden for the Renegotiation Board, for the banks, and for their 
customers. 

Although there have been numerous bank filings over many years, 
we undeiStand that onlv one renegotiation has been carried out with 
a bank and that no excess profits were found. 

I have attached to my statement a press release of Chairman Reuss 
and a letter from the Renegotiation Board outlining this situation. 

The American Bankers Association, by letter dated March 25, 1977, 
to Chairman Minish, has submitted language for an amendment which 
would cover the point we have raised in our statement. 

Thank you very much for your consideration of this request, and 
for the opportunity to appear before you to present this statement. T 
would be pleased to answer any questions from the members of the 
subcommittee. 

[The prepared statement of Mr. Marker, on behalf of the Security 
Pacific Leasinflr Corp., along with the referred to press release of the 
Committee on Banking, Currency and Housing dated October 20. 1976, 
a letter from Chairman R. C. Holmonist of the Renegotiation Board, 
dated October 15, 1976, to Chairman Henrv S. Reuss, and a letter from 
Mr. Gerald M. Lowrie, executive director. Government Relations, 
Americn Bankers Association, dated March 2^. 1977, to Chairman 
Joseph G. Minish, with an attached amendment, follows :] 



Digitized by 



Google 



290 

STATEMENT 

I9y name is Msltc L. Marker, and I am Chief 
Coiinsel and Assistant Secretary of Security Pacific 
Leasing Corporation, San Frsuicisco, California. I 
am accompanied by Gerald A. Malia, Ragan & Mason, 
Washington, D.C., our coiinsel. I appreciate the 
opportunity to appear before this Sisbcommittee on 
behalf of Security Pacific Leasing Corporation, 
Security Pacific National Bank and their affiliated 
finauicial institutions. 

I am appearing for the purpose of requesting 
a cleurification, in H.R. 4082, of the term "sxsbcon tract" 
as it has been used in renegotiation matters, specific- 
ally in regard to bank lease transactions. 

Security Pacific is one of our nation's ten 
largest beinking suid finsuicial institutions, and as 
such, we provide strictly beinking, lending auid finaui- 
cial services to corporations and consumers alike. 
All activities of Security Pacific Leasing Corporation, 
and the Bank, are strictly defined, regulated, examined, 
and controlled by either the Federal Reserve Board or 
the Conqptroller of Currency. Banking is one of the 
most regulated industries in ovir country and the existing 
reporting requirements involve paperwork burdens which are 
overwhelming. 
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For ovv thirteen years one of the major 
services we have provided our customers is equipoient 
lease financing. Our consumer and equipoient leasing 
activities operate under detailed regulations auid 
guidelines to insure their character is solely 
financial -in the words of the Federal Reserve Board's 
Regulation Y, "the functional equivalent of an 
extension of credit." 

The type of transaction which is at issue 
here in generally known as the financing lease. In 
a bank lease transaction, our customer will initially 
decide he needs to acquire an item of capital equip- 
ment (whether it be an individual automobile, hospital 
equipment, store fixtures, fairm equipment, aircraft, 
vessel, or school buses) . Upon making this decision, 
the customer must then determdlne how to finance its 
acquisition. If equipoient leasing proves to be the 
best and most economical meauis of accpiisition, he may 
apply to Security pacific. Upon approval of credit, 
our customer will tell us the type of equipment, the 
stzpplier, the price and other terms. Security Pacific 
will then lease finance the accpiisition of the property 
for our customer under a net, full pay-out, non-operating 
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leuiguage for an amendment which would cover the point 
we have raised in ovir statement. I am attaching a 
copy of their letter. 

a:hank you very much for your consideration 
of this request, and for the opportunity to present 
this statement. 
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agreanant to naJca or furnish any "matarlals" raquirad 

for the parfbrmanca of any othar contract. Tha tam 

"matarlals" in turn was daflnad by Sactlon 103 (ic) of 

tha Act as including 

raw matarials, articlas, conmoditias, 
parts, assanjblias, products, machinary, 
aqtuipmant, supplias, componants, 
tachnical data, procassas^ and other 
parsonal property. 

Hie above terminology does not encompass tha type of 

lease here at issue. As set forth above, in reality, 

the only thing which the bank furnishes for the 

acquisition of the leased equipoient is simply finzuicing. 

a:he person who "furnishes" the "equipment" within 

the meaning of the dbove language, is the vendor or 

supplier who sells the equipment, or in a sale and 

lease-back transaction, the customer himself. 

Although there have been numerous bank filings 
over many years, we understand that only one renegotiation 
has been carried out with a bank and that no excess 
profits were found. I am attaching a Press Release of 
Chairman Reuss and a letter from the Renegotiation 
Board outlining this situation. 

The American Bankers Association, by letter 
dated March 25, 1977, to Chairman Minish, has submitted 
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of credit to the lessee: 

[A]ny hank, holding compauiy may engage 
or retain or acquire an interest in a 
company that engages, solely in one or 
more of the activities specified below, 
including such incidental activities 
as are necessary to carry on the 
activities so specified. 
• • • 

(6) (i) Leasing personal property or 
acting as agent broker or adviser in 
leasing such property provided: (a) 
the lease is to serve as the functional 
eqriivalent of aui extends Ion of credit 
to the lessee of the property f (b) the 
property to be leased is acquired 
specifically for the leasing trans- 
action under consideration or was 
acquired specifically for aui earlier 
. leasing transaction (c) the lease 
is on a nonoperating basis. 

In our efforts to cooperate and work with 

the Renegotiation Board, starting early in 1974, we 

developed a detailed three-page form with which to 

poll and scrutinize the activities of our leasing 

customers. We then have had to hand calcrxlate and 

account for transactions in a form usable by the 

Board, but totally without and alien to our own 

information and accounting systems. In short, com- 

pliauice has been expensive, voluminous, tedious auid 

unnecessary. It is a burden for the Renegotiation 

JJ 12 C.P.R. §225.4 (a) (6) (i), 39 Fed. Reg. 11254 
(copy attached) . 



Jiy See attached forms. 
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Board, for the banlcB and for their customers, especially 
for our small business customers who are increasingly 
burdened by such paperwork. 

Because use of the leased equipment is 
solely within the knowledge and discretion of the 
customer, the same transaction must be scrutinized, 
yeeur-by-year, to determine whether the lessee's 
business opportunities and use of the equipment 
have changed and thus trams formed a simple finauicing 
into a renegotiable government sisbcontract. 

It costs thousands of doll&rs annually in 
direct and indirect expenses to perform merely the 
clerical aspects of complisuice with the Renegotiation 
Act. (For example, we have about 9,000 leases, the 
majority of which are consismer and small business 
fineuicings.) Based on my experience, such compliance, 
in the highly regulated environment of bank and bank 
affiliated lessors, is unnecessary. 

This unproductive paperwork involved in 
duplicative reports, surveys, forms, notices and 
correspondence, results in an unnecessary expense 
which is repeated every year, unnecessary paperwork 
is contrary to the ptiblic interest. 

under Section 103(g) of the Renegotiation 
Act, the term "stibcontract" meant, inter alia, ein 
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believe should not be treated as renegotiable sisbcontracts • 

we evaluate each lease by the same criteria 
as any secured loan. The equipment is delivered directly 
to the lessee from the supplier. The bank makes no 
warremties with regard to the equipment, but rather 
assigns to the lessee the right to enforce in its own 
name, all rights under the supplier's warrauities. 
Any claims by the lessee for damage upon delivery or 
faulty installation must be settled between the lessee 
and the supplier. 

It was not \mtil December, 1973, ten years 
after bsuik lease finsuicing activities were authorized 
by the Comptroller of the Currency, that the Renegotiation 
Board raised the question that, due solely to form, 
these bank "lease" trsuisactions might be " sisbcon tract s • " 

We do not believe that congress intended 
that such purely financing trauisactions were "sisbcontracts", 
nor should they be. 

indeed, a regulation adopted by the Federal 
Reserve Board on Meurch 24, 1974, governing the activities 
of beink holding ccmpauiies eind their subsidiaries expressly 
restricts the leasing activities of such finauicial insti- 
tutions to leases which are equivalent to an extension 
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lease, i.e. we provide only the financing for the equip- 
ment. All maintenance, use and repair obligations are 
the responsibility of the lessee. 

The type of equipment acquired and the uses 
to which it is put are solely within the discretion of 
the lessee during the tem of the transaction. Through- 
out the entire trauisaction - from acquisition through 
disposition - the bank's only connection with the 
leased equipment is as holder of legal title thereto. 

in these types of transactions, the bank 
is not a manufacturer nor a vendor of any equipment, 
and it does not maintain an inventory or warehouse 
of equipment to supply a customer on request. The 
lessee makes all the decisions as to whether and v^en to 
acquire plant and equipment, the type and suppliers of 
the equipment, the uses to which the equipment will be 
put, and finally, to acquire the equipment under a 
full payout, net lease financing arrauigements • Upon 
the expiration of the term of the lease, the equipment 
must be pron^tly disposed of pursuauit to the provisions 
of the National Bank Act, the Bamk Holding Company Act, 
and the regulations thereunder. Such bank lease trans- 
actions are no more than extensions of credit and we 
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[12 C.F.R. S 225.4(a) (6) (i), 39 Fed. Resr. 11254, mentioned in footnote! of 
Mr. Marker's prepared statement, follows :] 

(6) (i) Leasing personal property or acting as agent, broker or adviser in 
leasing sucli property provided : 

(a) The lease is to serve as the functional equivalent of an extension of credit 
to tlie lessee of tlie proDerty * 

(6) The property to be leased is acquired specifically for the leasing trans- 
action under consideration or was acquired specifically for an earleir leasing 
transaction ; 

(o) The lease is on a nonoperating basis ; 

Id) At the inception of the initial lease the effect of the transaction (and, 
with respect to governmental entities only, reasonably anticipated future trans- 
actions) will yield a return that will compensate the lesser or not less than the 
lessor's full investment in the property plus the estimated total cost of financing 
the property over the term of the lease, from: (i) Rentals (2) estimated tax 
benefits (investment tax credit, net economic gain from tax deferral from ac- 
celerated depreciation, and other tax benefits with a substantially similar ef- 
fect) ; (S) the estimated residual value of the property at the expiration of the 
initial term of the lease, which in no case shall exceed 20 percent of the acqui- 
sition cost of the property to the lessor; and (-4) in the case of a lease of not 
more than 7 years in duration, such additional amount, which shall not exceed 
60 percent of the acquisition cost of the property, as may be provided by an 
unconditional guarantee by a lessee, independent third party or manufacturer, 
which has been determined by the lessor to have the financial resources to meet 
such obligation, that will assure the lessor of recovery of its investment and 
cost of financing ; 

(e) The maximum lease term during which the lessor must recover the lessor's 
full investment in the property plus the estimated total cost of financing the 
property shall be 40 years ; and 

(/) At the expiration of the lease (including any renewals or extensions with 
the same lessee), all interest in the property shall be either liquidated or re- 
leased on a nonoperating basis as soon as practicable but in no event later than 
two years from the expiration of the lease, however, in no case shall the lessor 
retain any interest in the property beyond 50 years after its acquisition of the 
property. 

[The forms mentioned in footnote 2 of Mr. Marker's prepared state- 
ment follows :] 
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SECURITY PACIFIC LEASING 
CORPORATION^ 



Gentleaen: 

As a lessee of Security Pacific National Bank, it is necessary 
for us to solicit certain inforaation froa you to determine our 
annual "renegotiable business" for the calendar year 1975. Renego- 
tiable business refers to any contracts or subcontracts you had or 
have with the govemaent in which our leased equipment is used, 

directly or indirectly. 

/■ 

The Federal departaents and agencies whose contracts aay be 
presently renegotiable are the departaents of Defense, Aray, Navy 
and Air Force, the Merit iae Adaini strati on, the Federal Maritiae 
Board, the General Services Adainistration (excluding all GSA 
Public Building Service, National Archives or general office equip - 
aent contracts, all Federal Siq>ply Service contracts for delivery 
of store stock to siq>ply centers and all Federal Siq>ply Service and 
other GSA contracts calling for delivery to other than a herein 
naaed agency), the National Aeronautics and Space Adainistration, 
the Atoaic Energy Coaaission, the Federal Aviation Adainistration, 
and the Departaent of Transportation insofar as it has assuaed 
functions foraerly perforaed by the FAA. A "RENEGOTIATION** clause 
appearing in a contract or subcontract is an indication that such 
agreeaent is subject to **renegotiation.** However, under Section 104 
of the Renegotiation Act, the receipts or accruals under a contract 
or subcontract aav be renegotiable whether or not such contract or 
subcontract contains a renegotiation clause . 

Please return the attached questionnaire within 30 days. If 
you have any questions in regard to this Federal Govemaent require - 
aent, please do not hesitate to contact Marc L. Marker or Lynn 
Ransden at (415) 445-4454. 

Very truly yours, 

SECURITY PACIFIC LEASING CORPORATION 
Attorney-in-Fact for 
SECURITY PACIFIC NATIONAL BANK 



^^ Marc L. Marker 
Chief Counsel 
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NOTE: Questions should be answered and all data submitted even if 
you plan to claim any exemptions under the Renegotiation Act 
or regulations. 

LESSEE: 



Signature 
QUESTIONNAIRE 

Part A 

1. Did you during the calendar year of 1975 have any prime con- 
tracts or subcontracts* with any department or agency of the 
federal government named in the accompanying cover letter? 
Yes No 

If so, please indicate the names of the agencies 

NOTE: The following questions need be answered only if the 
answer to question 1 is "Yes". 

2. What was the nature of your contract (s)? (e.g., manufacturing 
wheel bearings; laundry and dry cleaning.; etc.) 

3. If your contract was a subcontract, what is the nature of the 
prime contract? ;_ 

4. Was any of the equipment which you leased from us during the 
calendar year of 1975 used in, or in connection with your 
"Renegotiable Business" referred to in your answer to question 
2 above? Yes No If so, please state: 

(a) The percent of the leased equipment which is 
devoted in whole or in part to performance of 
such "Renegotiable Business" (If the equipment 
consists of separately identifiable and distinct 
items, please list separate items .specifically 

in lieu of above percentage). I 

or list. 



The term "subcontract" includes all purchase orders or agreements 
to perform all or any part of the work or to make or furnish any ■ 
part of the materials required for the performance of a prime 

r nntrart . 
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(b) Of the equipment which is devoted in whole or in 
part to such performmnce, the percent of total 
use of such equipment which is devoted to per- 
formance of such contract. I 

(c) Specific function of the particular equipment in 
performing the contract . 

5. If it is impossible to determine the answers to questions 4(a) 
and (b) above, what percentage of your overall business is con- 
stituted by the above contracts in which the leased equipment 
is used? I 

6. If your contract is a subcontract, please answer, to the best of 
your knowledge, questions 6(a) -(c) with respect to the use made 
by the prime contractor of the goods or services supplied by you 
(6(a)- (c) refers to questions 4 (a) - (c) . 

PRIME CONTRACT A PRIME CONTRACT B 

6(a) I or list 6(a) I or list_ 



6(b) t 6(b) I 

6(c) 6(c) 

(If additional space is needed for answering question 6, please use 
a separate sheet of paper) . 

7. Are you aware of any exemption for the Renegotiation Act which 

applies to your contract (s) referred to in your answer to question 
2 above, or if you are subcontractors, to the prime contract? 
Yes No If so, please state: 

(a) The type of exemption (including citation to actions 
of the Renegotiation Act of Regulation Board Reg- 
ulations covering the exemption, if known: 

(b) The contract (s) or subcontract (s) to which such 
exemption(s) relate: 



(c) The equipment or the portion of the equipment referred 
to in your answer to question 4 (which you shall have 
bning used in "Renegotiable Business") which was used 
in connection with "Renegotiable Business", for which 
exemption is claimed. t or list 
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U.S. House of Repbesentatives, 
Committee on Banking, CuBBENcrr and Housing, 

Washington, D,C,, October 20, 1976. 

NEWS BELEASB 

Reuss Urges Renegotiation Boabd To Cut Paperwork for Banks 

Chairman Henry S. Reiiss of the House Committee on Banking, Currency and 
Housing today urged the Renegotiation Board to exempt lease-financing arrange- 
ments by banks from its regulation. 

Reuss said the requirement for banks to file reports when they lease equip- 
ment to defense contractors, rather than making a straight loan, "requires more 
paperwork than it is worth." 

"I*m in favor of eliminating paperwork wherever it appears that the public 
benefit is outweighed by the burden on business and on the government agency," 
Reuss said. "Bank leasing appears to be such a case." 

Reuss said that Renegotiation Board Chairman R. C. Holmquist informed him 
by letter, in response to Reuss' inquiry, that in the past decade only one renego- 
tiation has been carried out with a bank, and that no excess profit was found in 
that case. Reuss said such results do not justify requiring 50 or 60 banks, those 
which do more than $1 million in leasing to defense contractors annually, to file 
reports. R«uss said banks have complained that the reports require many 
manhours. 

Reuss said bank leases of equipment to contractors are considered "renego- 
tiable subcontracts" only for technical, legal reasons and could therefore readily 
be exempted from Board review. 

The Renegotiation Board, 
Washington, D.C., October 15, 197€. 
Hon. Henry S. Reuss, 

Chairman, Committee on Banking, Currency and Housing, 
House of Representatives, Washington, D,C. 

Dear Mr. Chairman : This is in response to your letter dated September 29, 
1976, concerning the application of the Renegotiation Act of 1951, as amended, to 
banks engaged in leasing equipment to contractors and subcontractors perform- 
ing renegotiable business. We appreciate and agree with your expression of con- 
cern for eliminating unnecessary paperwork and of support for the principle of 
effective renegotiation. 

The Renegotiation Board has consistently held that a lease of personal prop- 
erty used to perform renegotiable contracts or subcontracts is itself a renego- 
tiable subcontract. Section 103(g)(1) of the Renegotiation Act defines a sub- 
contract as "any purchase order or agreement ♦ ♦ ♦ to make or furnish any 
materials, required for the performance of any other contract or subcontract 
♦ * *." The term "materals" is further defined in section ICvi k ) to include 
"♦ * ♦ machinery, equipment * * * and any other i)ersonal property." A loan 
is not a renegotiable subcontract because money is not within the definition of 
"materials." The diflBculty is, of course, that some bank leasing arrangements 
have some earmarks of a loan but have the form of a lease and are so treated 
under the tax laws upon which renegotiation is heavily dependent. 

I can advise you, however, that the Board is presently considering anew the 
whole question of the treatment of lease transactions. 

In response to the specific inquiries of your letter, please be advised as follows : 
1 and 2. The Board must consider the question of bank lease arrangements in 
the light of the declaration policy expressed in section 101 of the Renegotiation 
Act. that is, the elimination of excessive profits on national defense contracts 
and subcontracts. Of course, the Board is mindful of the administrative burden 
which renegotiation may impose and endeavors to eliminate that burden by 
exemption or otherwise when it can do so without sacrificing the public policy 
expressed in the Renegotiation Act. 

3. From 1966 to October 1975 the Board conducted renegotiation proceedings 
with several contractors and subcontractors in STC No. 7394— Equipment Rentals 
and Leasing Services, which includes banks involved in leasing transactions, for 
a total of 41 fiscal vears. Excessive profits were deterjnined to exist in ten suoh 
proceedings. One bank has been renegotiated for six of its fiscal years and the 
Board has determined that it did not realize any excessive profits during such 
years In recent years the Board has received approximately 60 filings from banks 
in the form of Standard Forms of Contractor's Report or Statements of Non- 
AppUcabiUtjr. 
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I hope the above information is responsive to your inquiries. As you request 
I will advise you further when the Board concludes its consideration of tne 
question of bank leasing. In tlie meant imc, if you or any of your staff would like 
«to discuss any aspect of this question, we would be happy to do so. 
Sincerely, 

R. G. HOLMQUIST, 

Oliairman. 

Americax Bankers Association, 
Washington, B.C., March 2^, 1977. 
Hon. Joseph G. Minish, 

Chairman, Siihconitnittcc on Ooncral Oversight and Renegotiation^ Committee 
on Banking, Finance and Urban Affairs, House of Representatives, Wash- 
ington, D.C. 
Dear Mr. Minish : With tlie interest of eliminating unnecessarj' paperwork, 
the American Bankers Association is submitting a proi)08al on H.R. 4082, en- 
titled "The Renegotiation Reform Act of 1977," which, if adopted, would elimi- 
nate a costly filing reciuirement by banks. 

Under the Renegotiation Act of 1051, the Renegotiation Board has been au- 
thorized to recover "excessive profits" from contractors and subcontractors of 
certain government agencies. Ordinary personal and commercial loans to custom- 
ers, including government contractors, are not treated as "subcontracts" or 
"contracts" under the Act, but, imder a technical reading of the Act, a financing 
which is cast in terms of a lease of personal property (but not real property) may 
be considered by the Renegotiation Board to be a subcontract subject to renego- 
tiation. In sul>stance and economic effect, sucth a transaction is an extension of 
credit. In fact, under banking regulations, a bank or bank liolding company sub- 
sidiary cannot lease personal property, imless it is the functional equivalent of 
a loan. 

BecaiLse of the way the Act has l>een interpreted, banks and bank holding com- 
pany sul)sidiaries have been required annually to expend time and money to sur- 
vey all their lease-financing agreements to determine which of these leases may 
constitute renegotiable subcontracts. They have had to develop accounting pro- 
cedures acceptable to tlie Board in order to reflect accurately the actual economic 
nature of the transactions. (The Board's forms are designed for manufacturing 
finns.) Banks have also had to file annual reports with the Board. The Board 
has never found any excess profits under such "subcontnicts" or "contracts." 
The net result of this has l)een a waste of time and money by the Board, the 
lenders, and their customers. 

We are attaching an amendment which would provide that lease-financing 
transactions that are the functional equivalent of extensions of credit should not 
be treated as "subcontracts" or "contracts" for puri>oses of the Renegotiation 
Act. If enacted, it would relieve lenders, bank customers and the Board's staff of 
unnecessary paperwork. 

While we have raised this problem in previous testimony before the Federal 
Paperwork Commission, no action has occurred to date. Accordingly, we believe it 
would be appropriate now that the Renegotiation Act is about to be considered 
by your committee, to eliminate this unnecessary paperwork burden. 
Sincerely, 

(tErald M. Lowrte, 
Executive Director, Government Relations. 

Subsection (g) section 103 of the Renegotiation Act of 1951 (50 U.S.C. App. 
1213(g) ) is amended by adding at the end thereof the following new sentence; 
"The term 'subcontract' or 'contract' shall not include the acquisition, leasing 
and disposition of property pursuant to any lease financing transaction by a 
bank or subsidiary of a bank holding company when such leasing transaction is 
the functional equivalent of an extension of credit by the lessor under the appro- 
priate federal or state banking laws, regulations, or interpretations." 

Mr. Minish. Thank you. 

Mr. Marker, this is the only area that you have any disagreement 
with the le|]^slation ? 

Mr. Marker. I think our problem is one of definitional structure of 
the act. To the best of my knowledge, no one has ever advocated apply- 
ing a renegotiation of manufacturers' profits concept to our Nation' 
credit activity. 
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Mr. MiNiSH. So you find no fault with the act, assuming that your 
recommendation is adhered to. 

Mr. Marker. We are a financial institution, sir. We are not in a pos- 
ture, nor do we have the expertise or experience to support or 

Mr. MiNiSH. Thank you very much. 

Mr. Grassley. Thank you for coming in and giving us your point of 
view and a little different slant on the problem that maybe hadn't been 
considered yet. I have a couple of questions. 

How does the Renegotiation Act requirement to report on bank lease 
transactions affect the small businessman, who must fill out diflScult 
questionnaires, even though they have no renegotiation business? 

Mr. Marker. Well, again the Renegotiation Act applies to contrac- 
tors, subcontractors. One does not know whether he is a contractor or 
subcontractor unless and until he polls and finds out, at least in the 
leasing concept, to what use from time to time, during what periods, his 
customer is putting his equipment to. 

The requirements of the act are detailed, and in order for us to pi-e- 
pare and submit our filings to the Board, we have to have detailed 
information on which we can compile an aggregate report of our own. 

Mr. Grassley. Then next, do you know of any estimate available for 
the overall cost to the banking industry and its customers in order to 
comply with the Renegotiation Act? 

Mr. Marker. No, sir, I do not. What I do know is the efforts that we 
have taken, or undertaken, to comply on our own behalf. And being 
responsible for compliance with this and other acts under my personal 
supervision, we have spent at least 400 man-hours polling, working 
with our accounting system and our information retrieval system, 
working with customers, to try and get information in a format usable 
to the Board, each year. 

Mr. Grassley. Thank you, Mr. Chairman. That is all I have. 

Mr. MiNiSH. What is the dollar amount that Security Pacific Leas- 
ing Corp. does in terms of leasing? 

Mr. Marker. Our consolidated leasing activities are reported in the 
1976 annual report, and indicates that as of December 31, we have 
approximately $370 million to $400 million worth of equipment on 
lease 

Mr. MiNiSH. $370 million to $400 million? 

Mr. Marker. Yes, sir. 

Mr. MixisH. How much of that would be with defense contractors 
Avho come under the renegotiation ? 

Mr. Marker. I believe the last filing that we did Avith the Board for 
leasing transactions, or the last poUmg, indicated approximately $1 
million to $2 million of that total. 

Mr. MiNiSH. $1 million to $2 million ? 

Mr. Marker. Yes, sir. 

Mr. MiNiSH. So it would be a quarter of 1 percent ? 

Mr. Marker. A quarter of 1 percent we felt was important enough 
to report. Our total leasing revenue was about $37 million to $40 nul- 
lion, and on that basis, our indicated renegotiable revenue of $1 million 
to $2 million would be about 4 percent. 

Mr. MiNiSH. Thank you very much. I don't have any further 
questions. 

Thank you very much, gentlemen. 

[Whereupon, at 5 :15 p.m., the hearing was adjourned, to reconvene 
at 9a.m. Thursday, March 31, 1977 .^ 
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THUBSDAY, XASCH 31, 1977 

House of Represextati\-es, Subcommittee ox 

General. Oversight axd Rbxegotl\tiox of the 
Committee ox Baxkixg, Fixaxce axd Urbax Affairs, 

Waahingtoru D,C, 
The subcommittoe met at 9 :05 a.m. in room 2128 of the Raybum 
Bouso Office Building: Hon. Joseph G. Minish (chairman of the sub- 
cx>nmiittee) presiding. 

Present : Kepre^^entatives Minish, Mattox, Gonzalez, Allen, Grassley, 
Hansen, Rousselot, and Steers. 

Mr. MixiSH. The meeting of the Subcommittee on Greneral Over- 
sight and Renegotiation will come to order. 

Our first witness this morning will be John Powers, vice president 
of finance for Barnes Engineering Co. 
Mr. Powers, you may proceed. 

STATEHEHT OF JOHH F. FOWEBS, VICE FBESIDEHT OF FDIAHCE, 
BABHES ENOnrEERDIO CO. 

Mr. Powers. Thank you. 

I will address myself to the role that renegotiation plays in the 
complex relationship of Government and small business. 

I am the financial officer for a small business with revenues ap- 
proximating $10 million per year manufacturing products for tech- 
nological state-of-the-art defense and space requirements. We and 
other small busineases have made the technological breakthroughs 
and significant contributions so necessary to maintain the U.S. posi- 
tion in defense and space. To accomplish this we have had to bear the 
brunt of technical and cost performance risks in an unsteady environ- 
ment with competition that reads like who's who of Fortune's 100 top 
ccMnpanies. We have great difficulty trying to recall our last serious 
small business cwnpetitor. 

This, gentlemen, is tragic. It is small business that has produced 
the majority of technical breakthroughs, and it is small business, em- 
ploying approximately 50 percent of T'.S. workers, that creates new 
jobs required for our continued economic growth and stability. 

The risk/reward balance is rapidly becoming unsatisfactory, and 
many small technological companies are being forced out of active 
participation in state-of-the-art Government contracting. Yet I believe 
the intent of Congress is to stimulate and assist small business while 
appreciating the significance we play in the national role. This assist- 
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these circumstances the renegotiation process functioned retrospec- 
tively. T'nlike the time when foreign conflict pressures and their pred- 
ecessors prevailed, current procurement officei's are professionals who 
are Avell trained and supported with a substantial body of procure- 
ment laws, regulations, pi*ocedures, agencies, and more importantly, 
time to move carefully, negotiate, and monitory a contract prospec- 
tively, currently, as well as retrospectively. 

In my judgment, therefore, the renegotiation process is obsolete, 
coimterproductive, and possibly constitutes the most cost-ineffective 
agency that exists today. 

And to small business, the process is costly and presents a burden 
in money, time, and f lustration. 

Mr. McKinney, in his newsletter volume 6, Xo. 2, indicated his 
continuing support for continuing renegotiation and states, "Here's an 
a^ncy which in the past 5 yeai-s has brought in a net profit of $230 
million to the Treasury." I suggest we look at the cost of tliis alleged 
netprofit. 

Tiie Renegotiation Board issued determinations amounting to 
$231,309,000 for the years 1971 through 1975, and $40 million in deter- 
minations for 1976. Also in 1976, the 29 cases disposed of by the 
courts reduced Board determinations from $20 million to $7 million, 
a reduction of 65 percent. 

Let us for a moment assume the Board was successful in sustaining 
its determination amounts and review what profit the Government 
made. 

During the 6 years 1971 through 1976 the Board made excess profit 
determinations totaling $271 million: less the credit for estimated 
income tax of $130 million, results in net determinations of $141 mil- 
lion j less the cost of operating the Renegotiation Board, $29 million, 
leaving $112 million, if all determinations were sustained. 

The question that now must be asked is, at Avhat cost? What was 
the increased cost of goods and services caused By the renegotiation 
process? The cost to my com2)any during fiscal 1975 to meet reporting 
requirements of the act amounted to $16,600. Usinfr this amount as the 
average cost of filing, Avhich I believe is low, and applying it to a 
total of 22,378 filings for the period 1971 through 1976, we calculate 
a total cost of $371,500,000, excluding costs of the appeal process, 
or a cost of $3.31 to recoup every $1, and this is before the courts enter 
the picture. Again, let me remind you that 1976 determinations decided 
by the courts were reduced by 65 percent. 

This cost is ultimately included by contractors as valid operating 
exnense in their pricing stnictures, adding further fuel to the fire. 

If the process were eliminated and industry effected the above sav- 
ings without a pass-through of price reductions, the applicable Gov- 
ernment income tax input would be $193,200,000, or 72 percent higher 
than the net available tlirough determinations tlie renegotiation proc- 
ess was attempting to enforce during this period. 

I believe the additional compliance requirements of the proposed 
legislation Avill add significantly to my operating costs as Avell as to all 
companies contracting with the Government. The end result will again 
increase the costs of goods and services to the Government and to the 
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consumer. This feeds inflation. If I am not able to recover this cost 
through my pricing structure, the only alternative I have is to reduce 
expenses. That means reduced employment. The cost of operating the 
Renegotiation Board's monitoring the additional proposed compli- 
ance requirements must increase significantly. This would continue to 
be a poor investment of my tax dollars. 

One argument offered as support for the renegotiation process is 
that it provides a deterrent for excess profits, and bids on Govern- 
ment contracts reflect lower profit margins than would otherwise be 
the case. I do not believe it, and no evidence has been offered to sus- 
tain this position. 

To summarize, I feel the renegotiation process is anti-small-business, 
cost ineffective, and inflationary. 

I would like specifically to address three points of the proposed bill. 

One, the completed contract method of accounting for Government 
contracts. 

I will illustrate my own company's situation wherein we are com- 
pleting four major programs at a profit, and one major program at a 
significant loss during our current fiscal year. These programs are all 
subject to the renegotiation process and represent 50 percent of our 
business for the last 3 years. 

The four major and profitable multiyear programs we are com- 
pleting this fiscal year produced revenue of $12,937,000 and net fees 
of $1,309,000, or 10.1 percent of revenue. The cost structures appear in 
the printed text. 

General and administrative expense includes the costs of marketing, 
bid and proposal, and research and development that is company spon- 
sored. This category of expenditure is period in nature and, therefore, 
not inventoriable, requiring incurred year charges to our current profit 
and loss statements. 

Let us look at what such a method of accounting would do to my 
company and these renegotiable programs this fiscal year. 

The negotiable revenues would be $12,937,000; manufacturing costs, 
$8,678,000 : for a gross profit of $4,259,000. The 1977 period costs as- 
signable to these programs this fiscal year are $590,000; the net in- 
come under the completed contract method is $3,669,000 ; the net in- 
come as a percent of revenue, 28.4 percent. 

The renegotiation process would determine a 28.4 percent return on 
sales as excessive and ignore the fact that previous years were penal- 
ized with their respective general and administration period expenses 
applicable to those programs without compensating revenue and gross 
margin. Let us assume that the Board allowed a 15-percent return on 
sales, or $1,941,000, or a net loss of $419,000 on what otherwise had 
been profitable programs under the percentage of completion account- 
ing method. 

If a no-offset situation existed, we would end up with a renegotia- 
tion profit and loss situation as follows : 

T^e renegotiation revenue on the profitable programs would be 
$12,937,000; on a significant loss program, $2,084,000; or a total of 
$15,021,000. 

The foes on the profitable programs under the percentage comple- 
tion method, $1,309,000, offset by the loss of $798,000 on a specific pro- 
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gram, giving us total revenue of TilLOCXl on the percentage of com- 
pletion method of accounting, or 3.4 percent of revenue. 

Add to that an excess profit determination of $1,72S,CHX), would con- 
vert our total situation to a loss of $U17,000. 

The completed contract method of accounting for the renegotiation 
process would cause all programs we would nomially undertake to be 
totallv unprofitable, but automatically generate profits deemed to be 
excessive and. therefore, subject to renegotiation. 

A mandatory requirement to use the completed contract method of 
accounting for renegotiation purposes would precipitate total disaster 
and eliminate us as a competitor for any future multij-ear Government 
business. I trust this is not what Congr^ intends. 

In addition, elimination of a loss contract offset would clearly pre- 
clude us from any consideration of state-of-the-art development pro- 
grams, or any program with an element of risk. Survival demands that 
companies dealing with technological state-of-the-art programs be ex- 
tended loss offset. 

The justification advanced by the proposed legislation for eliminat- 
ing the alternate percentage of completion method of accounting is 
that it is imprecise, inaccurate, and subject to manipulation. Tliis is 
not the case if CASB methodology is used in determining reported 
gross profit. There is no evidence that use of the percentage of comple- 
tion method, consistently applied, produces results less equitable than 
any other method. Conversely, the reconunended contract completion 
method would produce the same imprecise, inaccurate, and manipulable 
results which the Board is using as a basis for criticism of the percent 
of completion method. 

The second point I would like to address is product line renegotia- 
tion. 

The proposed bill H.E. 4082 states that: 'The Board shall renegoti- 
ate all contracts and subcontracts by division and by major product 
line within a division of the contractor or subcontractor.'' 

I understand it is their intent to prohibit the allowance of offsets 
for losses or subnormal profits in some product lines against higher 
profits in others, and to have large firms with many product lines to 
an equal footing with small business — a thought with some degree of 
humor. 

There is a misconception that many small businesses contracting 
with the Government have only one basic product line. The five con- 
tracts previously cited, although generically all space instruments, 
could be classified as five different product lines. The proposed law 
does not define product line. 

We, incidentally, have 12 product lines. 

The question of individual contract versus product line renegotia- 
tion is identical for both large and small business. A contractor would 
accept awards under the existing aggregate system but, under the pro- 
posed system, would not accept marginal or technical risk awards in 
a given product line. The question is then, who will risk marginal con- 
tracts? Not us. The end result: higher prices to the Government, and 
less competition, ultimately jeopardizing the U.S. technological 
stronghold. 
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Small business does not need to have large business on an 
footing — the rationale behind the product line renegotiation pro 
What we need is relief. I ask you to remember that regulations j 
by the Congress hit my company with the same impact and rep< 
requirements as they do the largest companies, and in many ai 
even more so. 

The third point I would like to address : The renegotiation p 
floor increase from $1 million to $2 million. 

I see a positive attitude in the proposed legislation that hints a 
that some small business relief is required. Increasing the renegot 
process floor from $1 million to $2 million sounds good, but 1 b 
it will not remove the renegotiation process from more than a ha 
of current or potential Government contractors. I ask you to coi 
all small businesses so certified by the Small Business Administi 
be exempt from the Eenegotiation Act. Other agencies, with the ei 
agement of Congress, are recognizing that the burdens placed 
us have become overwhelming, coimterproductive, and not cost 
tive. Examples are (a) the proposed exemption for small busin< 
Cost Accounting Standards Board and minimal cost accounting i 
ards compliance for business with less than $10 million in a 
annually, and (b) the threshold for rei)lacement cost reporting 1 
SEC which assures small business will not be burdened wit] 
requirement. 

To conclude, small business is innovative and efficient becau 
can operate in a somewhat unstructured organization. Our people 
many hats and have the flexibility to operate within multidiscij 
This improves our cost-efficiency, and accordingly, I believe t 
entitled to earn increased profit margins. 

I fail to appreciate why the renegotiation process is partic 
harsh with small business. This is especially frustrating in view 
congressionally avowed intent to support small business. This 
is not served by more restrictive rules and regulations more cos 
compliance that, in effect, legislates small business out of particij 
in Government contracting. The soimdest solution is to dissoh 
cost-ineffective agency or, minimally, exempt small business fron 
gotiation entirely. Thank you. 

[The prepared statement of Mr. Powers follows :] 
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STATEMENT OF JOHN F. POWERS, VICE PRESIDENT 
BARNES ENGINEERING COMPANY 
BEFORE THE 
HOUSE BANKING COMMITTEE 



I WILL ADDRESS MYSELF TO THE ROLE THAT RENEGOTIATION PLAYS 
IN THE COMPLEX RELATIONSHIP AND INTERACTION OF GOVERNMENT AND 
StViLL BUSINESS. 

I AM THE FINANCIAL OFFICER FOR A SMALL BUSINESS WITH REVENUES 
APPROXIMATING $10M PER YEAR MANUFACTURING PRODUCTS FOR TECHNOLOGICAL 
STATE-OF-THE-ART DEFENSE AND SPACE REQUIREMENTS. WE AND OTHER 
SMALL BUSINESSES HAVE MADE THE TECHNOLOGICAL BREAKTHROUGHS AND 
SIGNIFICANT CONTRIBUTIONS SO NECESSARY TO MAINTAIN THE UNITED 
SIATES' POSITION IN DEFENSE AND SPACE. TO ACCOMPLISH THIS WE HAVE 
HAD TO BEAR THE BRUNT OF TECHNICAL AND COST PERFORMANCE RISKS IN 
AN UNSTEADY ENVIRONMENT WITH COMPETITION THAT READS LIKE WHO'S WHO 
OF FORTUNE'S 100 TOP COMPANIES. WE HAVE GREAT DIFFICULTY TRYING 
TO RECALL OUR LAST SERIOUS SMALL BUSINESS COMPETITOR. THIS, 
GENTLEMEN, IS TRAGIC. IT IS SMALL BUSINESS THAT HAS PRODUCED THE 
MAJORITY OF TECHNICAL BREAKTHROUGHS, AND IT IS SMALL BUSINESS, 
EMPLOYING APPROXIMATELY 507. OF U.S. WORKERS, THAT CREATES NEW JOBS 
REQUIRED FOR OUR CONTINUED ECONOMIC GROWTH AND STABILITY. 
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THE RISK/REWARD BALANCE IS RAPIDLY BECOMING UNSATISFACTORY 
AND MANY SMALL TECHNOLOGICAL COMPANIES ARE BEING FORCED OUT OF 
ACTIVE PARTICIPATION IN STATE-OF-THE-ART GOVERNMENT CONTRACTING. 
YET I BELIEVE THE INTENT OF CONGRESS IS TO STIMULATE AND ASSIST 
SMALL BUSINESS WHILE APPRECIATING THE SIGNIFICANCE WE PLAY IN THE 
NATIONAL ROLE. THIS ASSISTANCE IS EVIDENCED IN TAX RELIEF, 
RELAXATION OF SOME OF THE REPORTING REQUIREMENTS BY THE SEC, AND 
PROBABLY THE MOST SIGNIFICANT IN RECENT YEARS - THE PROPOSED 
SMALL BUSINESS EXEMPTION BY THE CASB. STILL, IN SPITE OF THIS 
ASSISTANCE TO SMALL BUSINESS, WE HAVE THE RENEGOTIATION PROCESS. 

GENTLEMEN, THE RENEGOTIATION PROCESS IS ALMOST EXCLUSIVELY 
A SMALL BUSINESS PROBLEM, AT TIMES BECOMING THE "BULLY ON THE 
BLOCK." 

IN THE SPRING OF 1976 THERE WERE 526 CASES BEFORE THE BOARD 
IN WHICH 516 OR 98.17. INVOLVED SMALL BUSINESS. THE GAO REPORT 
ON "CAUSES OF EXCESS PROFITS ON DEFENSE AND SPACE CONTRACTS," 
NOTES THAT 767. OF THE DETERMINATIONS INVOLVE CONTRACTORS WITH 
RENEGOTIABLE SALES OF LESS THATN $10M; 74% OF DETERMINATIONS INVOLVE 
CONTRACTORS WITH RENEGOTIABLE SALES OF LESS THAN $5M; AND 80% OF 
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DETERHINATIONS INVOLVE CONTRACTORS WITH TOTAL CAPITAL OF LESS 
THAN $5M. THE REPORT FURTHER STATES THAT "BECAUSE GOOD PROCUREMENT 
PROCEDURES WILL NOT NECESSARILY PREVENT EXCESS PROFITS, RENEGOTIATION 
IS NEEDED IF THE CONGRESS INTENDS TO RECOVER THESE PROFITS." YET 
THE REPORT DOES NOT ADDRESS ITSELF TO EITHER A COST/BENEFIT 
ANALYSIS OR INFLATIONARY IMPACT REVIEW. I WILL FILL THESE 
SIGNIFICANT DATA GAPS TODAY. 

FURTHER, THE REPORT POINTS OUT THAT MILITARY PURCHASE REGULATIONS 
ARE CONCERNED WITH REASONABLENESS OF PRICE WHILE RENEGOTIATION IS 
CONCERNED WITH REASONABLENESS OF PROFIT. AFTER BOTH PARTIES AGREE 
TO A PRICE THAT IS REASONABLE, THE RENEGOTIATION PROCESS ATTEMPTS 
TO RETRIEVE PORTIONS OF THE PROFIT. THIS KIND OF AFTER-THE-FACT 
NEGOTIATION PENALIZES THE EFFICIENT PRODUCER, DRIVING HIM OUT OF 
GOVERNMENT COMPETITION, AND ULTIMATELY INCREASES COST OF MATERIAL 
TO THE GOVERNMENT. LET ME EMPHASIZE THAT THE MAJORITY OF CONTRACT 
AWARDS ARE A RESULT OF COMPETITIVE BIDDING, LET ON A FIXED PRICE 
BASIS. THE AWARDS WE RECEIVE ARE A RESULT OF BEING THE LOWEST 
BIDDER. IF WE ARE NOT THE LOWEST BIDDER, THE AWARD GENERALLY GOES 
TO ONE OF FORTUNE'S TOP 100 COMPANIES WHICH HISTORICALLY HAVE NOT 
HAD RENEGOTIATION PROBLEMS. 



Digitized by 



Google 



314 

HY COHPANY, ALTHOUGH A SMALL BUSINESS, IS ONE OF THE FREE 
WORLD *S LEADING SUPPLIERS OF HORIZON SENSORS - A SPACE NAVIGATION 
INSTRUKBNT. CONTRACTS FOR FOLLOW-ON PROCUREMENT REPRESENTING 
NORMAL TECHNICAL IMPROVEMENTS, ARE GENERALLY FIXED PRICE INCENTIVE 
FEE TYPE, WHEREAS QUANTUM LEAPS IN TECHNOLOGY ARE GENERALLY SECURED 
ON A FIXED PRICE BASIS, THE INTENT OF WHICH IS TO LIMIT THE 
GOVERNMENT'S FINANCIAL RISK. THESE QUANTUM TECHNOLOGICAL LEAPS 
HAVE BEEN COSTLY. IF WE INVENT ON SCHEDULE, A NEGOTIATED PROFIT 
IS EARNED - MAYBE; AHEAD OF SCHEDULE, AN INCREASED PROFIT IS EARNED - 
MAYBE; BEHIND SCHEDULE, SUBSTANTIAL LOSSES WILL BE INCURRED - SURELY. 

THE RENEGOTIATION PROCESS, FIRST INTRODUCED IN 1942 AND LATER 
NEVISED IN 1951, WAS PROPERLY DEVELOPED TO PROTECT AGAINST EXCESS 
rROFITS ON CONTRACTS NECESSARY TO THE DEFENSE OF THE UNITED STATES 
WHEN GOVERNMENT PROCUREMENT WOULD BE RAPID AND SUBSTANTIAL. AT THAT 
TIMB FEW REGULATIONS, PROCEDURES, AND PERSONNEL WERE AVAILABLE THAT 
FERKITTED PROSPECTIVE PROCUREMENT REVIEW, AND PROPERLY AT THAT TIME, 
THE SPEED WITH WHICH EQUIPMENT WAS DELIVERED TOOK PRECEDENCE OVER 
COHTRACTUAL DETERMINATION OF FINAL COST TO THE GOVERNMENT. DDE TO 
THESE CIRCUMSTANCES THE RENEGOTIATION PROCESS FUNCTIONED RETROSPECTIVELT. 
UNUKE THE FOREIGN CONFLICT PRESSURES AND THEIR PREDECESSORS, CURRENT 
PROCUREMENT OFFICERS ARE PROFESSIONALS WHO ARE WELL TRAINED AND 



Digitized by 



Google 



315 

SUPPORTED WITH A SUBSTANTIAL BODY OF PROCUREMENT LAWS, REGULATIONS, 
PROCEDURES, AGENCIES, AND, MORE IMPORTANTLY, TIME TO MOVE CAREFULLY, 
NEGOTIATE AND MONITOR A CONTRACT PROSPECTIVELY, CURRENTLY, AS WELL 
AS RETROSPECTIVELY. 

IN MY JUDGMENT, THEREFORE, THE RENEGOTIATION PROCESS IS 
OBSOLETE, COUNTERPRODUCTIVE, AND POSSIBLY CONSTITUTES THE MOST 
COST- INEFFECTIVE AGENCY THAT EXISTS TODAY. 

AND TO SMALL BUSINESS, THE PROCESS IS COSTLY AND PRESENTS A 
FINANCIAL BURDEN IN MONEY, TIME AND FRUSTRATION. 

MR. MC KINNEY, IN HIS NEWSLETTER VOL. 6, NO. 2, INDICATED HIS 
SUPPORT FOR CONTINUING RENEGOTIATION AND STATES, "HERE'S AN AGENCY 
WHICH IN THE PAST FIVE YEARS HAS BROUGHT IN A NET PROFIT OF $230 
MILLION TO THE TREASURY." I SUGGEST WE LOOK AT THE COST OF THIS 
ALLEGED "NET PROFIT." 

THE RENEGOTIATION BOARD ISSUED DETERMINATIONS AMOUNTING TO 
$231,309,000 FOR THE YEARS 1971 THROUGH 1975, AND $40,000,000 IN 
DETERMINATIONS FOR 1976. ALSO IN 1976, IHE 29 CASES DISPOSED OF BY 
THE COURTS REDUCED BOARD DETERMINATIONS FROM $20 MILLION TO 
$7 MILLION - A REDUCTION OF 65%. 
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LET US FOR A MOMENT ASSUME THE BOARD WAS SUCCESSFUL IN 
SUSTAINING ITS DETERMINATION AMOUNTS AND REVIEW WHAT "PROFir' THE 
GOVERNMENT MADE (IN MILLIONS) . 

1971-1975 1976 TOTAL 
AMOUNT BOARD DETERMINED EXCESSIVE $231 $ 40 $271 
LESS CREDIT FOR ESTIMATED INCOME TAXES ( 111) ( 19) ( 130) 
NET DETERMINATIONS $120 $ 21 $141 

COST OF RENEGOTIATION BOARD ( 24) ( 5) ( 29) 

$ 96 $ 16 $112 

THE QUESTION THAT NOW MUST BE ASKED IS, AT WHAT COST ? WHAT 
WAS THE INCREASED COST OF GOODS AND SERVICES CAUSED BY THE 
RENEGOTIATION PROCESS? THE COST TO MY COMPANY DURING FISCAL 1975 
TO MEET REPORTING REQUIREMENTS OF THE ACT AMOUNTED TO $16,600. 
USING THIS AMOUNT AS THE AVERAGE COST OF FILING - WHICH I BELIEVE 
IS LOW - AMD APPLYING IT TO A TOTAL OF 22,378 FILINGS FOR THE PERIOD 
1971 THROUai 1976, WE CALCULATE A TOTAL COST OF $371,500,000 
EXCLUDING COSTS OF THE APPEAL PROCESS— OR A COST OF $3.31 TO RECOUP 
EVERY $1.0aAND THIS IS BEFORE THE COURTS ENTER THE PICTURE. AGAIH, 
LET ME REMIND YOU THAT 1976 [^TERMINATIONS DECIDED BY THE COURTS 
WERE REDUCED BY 65X. 
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THIS COST IS ULTIMATELY INCLUDED BY CONTRACTORS AS VALID 
OPERATING EXPENSE IN THEIR PRICING STRUCTURES AND OVERHEADS 
ADDING FURTHER FUEL TO THE FIRE. 

IF THE PROCESS WERE ELIMINATED AND INDUSTRY EFFE CT ED THE 
ABOVE SAVINGS WITHOUT A PASS-THROUGH OF PRICE REDUCTIONS, THE 
GOVERNMENT INCOME TAX INPUT WOULD BE $193,200,000 OR 72X HIGHER 
THAN THE NET AVAILABLE THROUGH DETERMINATIONS THE RENEGOTIATION 
PROCESS WAS ATTEMPTING TO ENFORCE DURING THIS PERIOD. 

I BELIEVE THE ADDITIONAL COMPLIANCE REQUIREMENTS OF THE 
PROPOSED LEGISLATION WILL ADD SIGNIFICANTLY TO MY OPERATING COSTS 
AS WELL AS TO ALL COMPANIES COHTRACtlNG WITH THE GOVERNMENT. THE 
END RESULT WILL AGAIN INCREASE THE COSTS OF GOODS AND SERVICES 
TO THE GOVERNMENT AND TO THE CONSUMER. THIS FEEDS INFLATION. IF 
I AM NOT ABLE TO RECOVER THIS EXPENSE THROUGH MY PRICING STRUCTURE, 
THE ONLY ALTESiJATIVE I HAVE IS TO REDUCE EXPENSES - THAT MEANS - 
REDUCED EMPLOYMENT. THE COST OF OPERATING THE RENEGOTIATION BOARD'S 
MONITORING THE ADDITIONAL PROPOSED COMPLIANCE REQLFIREMENTS MUST 
INCREASE SIGNIFICANTLY. THIS WOULD CONTINUE TO BE A POOR INVESTMENT 
OF MY TAX DOLLARS. 

ONE ARGUMENT OFFERED AS SUPPORT FOR THE RENEGOTIATION PROCESS 
IS THAT IT PROVIDES A DETERRENT FOR EXCESS PROFITS, AND BIDS ON 
GOVERNMENT CONTRACTS REFLECT LOWER PROFIT MARGINS THAT WOULD 
OTHERWISE BE THE CASE. I DO NOT BELIEVE IT, AND NO EVIDENCE HAS 
BEEN OFFERED TO SUSTAIN THIS ARGUMENT. 
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TO SUMMARIZE, I FEEL THE RENEGOTIATION PROCESS IS 
ANTI- SMALL BUSINESS, COST- INEFFECTIVE, AND INFLATIONARY. 

I WOULD LIKE SPECIFICALLY TO ADDRESS THREE POINTS OF THE 
PROPOSED BILL. 

1) THE COMPLETED CONTRACT METHOD OF ACCOUNTING FOR GOVERNMENT 
CONTRACTS . 

I WILL ILLUSTRATE MY OWN COMPANY'S SITUATION WHEREIN WE ARE 
COMPLETING FOUR MAJOR PROGRAMS AT A PROFIT, AND ONE MAJOR PROGRAM 
AT A SIGNIFICANT LOSS DURING OUR CURRENT FISCAL YEAR. THESE 
PROGRAMS ARE ALL SUBJECT TO THE RENEGOTIATION PROCESS. 

THE FOUR MAJOR AND PROFITABLE MULTI-YEAR PROOKAMS WE ARE 
COMPLETING THIS FISCAL YEAR PRODUCE REVENUE OF $12,937,000 AND 
NET FEES OF $1,309,000 (10. U OF REVENUE). THE PROCSAM COST 
STRUCTTJRES ARE APPROXIMATELY AS FOLLOWS: 

COMTRACT ACTIVITY (OOP OMITTEP) 

Pre F/Y 1977 F/Y 1977 TOTAL 

MAMUFACTURING COST $ 6,942 $1,736 $ 8,678 

GSNEXAL AND ADMMI. EXPENSE 2.360 590 2.950 

TOTAL COST 9,302 2,326 11,628 

rffi EARNED 1.048 261 1.30^ 

COKTRACT VALUE $10.350 $2.587 $12.937 
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GENERAL AND ADMINISTRATIVE EXPENSE INCLUDES THE COSTS OF 
MARKETING, BID AND PROPOSAL, AND RESEARCH AND DEVELOPMENT THAT 
IS COMPANY- SPONSORED. THIS CATEGORY OF EXPENDITURE IS PERIOD IN 
NATURE AND, THEREFORE, NOT INVENTORIABLE, REQUIRING INCURRED YEAR 
CHARGES TO OUR CURRENT PROFIT AND LOSS STATEMENTS. 

LET US LOOK AT WHAT SUCH A METHOD OF ACCOUNTING WOULD DO TO 
MY COMPANY AND THESE RENEGOTIABLE PROGRAMS THIS FISCAL YEAR. 

RENEGOTIABLE REVENUE $12,937,000 

MANUFACTURING COSTS 8,678.000 

GROSS PROFIT 4,259,000 

1977 PERIOD COSTS 590.000 

NET INCOME $ 3.669.000 

NET INCOME AS A PERCENT OF REVENUE 28. 4X 

I SPECULATE THE RENEGOTIATION PROCESS WOULD DETERMINE A 28. 4X 
RETURN ON SALES AS "EXCESSIVE" AND IGNORE THE FACT THAT PREVIOUS 
YEARS WERE PENALIZED WITH THEIR RESPECTIVE GENERAL AND ADMINISTRATION 
PERIOD EXPENSES WITHOUT COMPENSATING REVENUE AND GROSS MARGIN. LET 
US ASSUME THAT THE BOARD ALLOWED A 15% RETURN ON SALES OR $1,941,000. 
THIS WOULD RESULT IN AN EXCESS PROFIT DETERMINATION OF $1,728,000, 
OR A NET LOSS OF $419,000 ON WHAT OTHERWISE HAD BEEN PROFITABLE 
PROGRAMS UNDER THE PERCENTAGE OF COMPLETION ACCOUNTING METHOD. 
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IF A "NO OFFSET" SITUATION EXISTED, WE WOULD END UP WITH A 
RENEGOTIATION PROFIT AND LOSS SITUATION AS FOLLOWS (000 OMITTED): 





PROFITABLE 


LOSS 






PROGRAMS 


PROGRAM 


TOTAL 


RENEGOTIATION REVENUE 


$12,937 


$2,084 


$15,021 


COST OF REVENUE 


8.678 


2,150 


10,828 




4,259 


< 66) 


4,193 


PRE 1977 PERIOD COST 


2,360 


582 


2,942 


1977 PERIOD COST 


590 


150 


740 


PROFIT (LOSS) 


1,309 


( 798) 


511 


"EXCESS PROFIT DETERMINATION" 


( 1,728) 
($ 419) 


. 


( 1,728) 


(LOSS) 


($ 798) 


($ 1,217) 



THE COMPLETED CONTRACT METHOD OF ACCOUNTING FOR THE RENEGOTIATION 
PROCESS WOULD CAUSE ALL PROGRAMS WE WOULD NORMALLY UNDERTAKE TO BE 
TOTALLY UNPROFITABLE, BUT AUTOMATICALLY GENERATE PROFITS DEEMED TO 
BE IN EXCESS AND, THEREFORE, SUBJECT TO RENEGOTIATION. 

A MANDATORY REQUIREMENT TO USE THE COMPLETED CONTRACT METHOD 
OF ACCOUNTING FOR RENEGOTIATION PURPOSES WOULD PRECIPITATE TOTAL 
DISASTER AND ELIMINATE US AS A COMPETITOR FOR ANY FUTURE MULTI-YEAR 
GOVERNMENT BUSINESS. I TRUST THIS IS NOT WHAT CONGRESS INTENDS. 
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IN ADDITION, ELIMINATION OF A LOSS CONTRACT OFFSET VOULD 
CLEARLY PRECLUDE US FROM ANY CONSIDERATION OF STATE-OF-THE-ART 
DEVELOPMENT PROGRAMS, OR ANY PROGRAM WITH AN ELEMENT OF RISK. 
SURVIVAL DEMANDS THAT COMPANIES DEALING WITH TECHNOLOGICAL 
STATE-OF-THE-ART PROGRAMS BE EXTENDED LOSS OFFSET. 

THE JUSTIFICATION ADVANCED BY THE PROPOSED LEGISLATION FOR 
ELIMINATING THE ALTERNATE PERCENTAGE OF COMPLETION METHOD OF 
ACCOUNTING IS THAT IT IS IMPRECISE, INACCURATE AND SUBJECT TO 
MANIPULATION. THIS IS NOT THE CASE IF CASB METHODOLOGY IS USED 
IN DETERMINING REPORTED GROSS PROFIT. THERE IS NO EVIDENCE THAT 
USE OF THE PERCENTAGE OF COMPLETION METHOD, CONSISTENTLY APPLIED, 
PRODUCES RESULTS LESS EQUITABLE THAN ANY OTHER METHOD. CONVERSELY, 
THE RECOMMENDED CONTRACT COMPLETION METHOD WOULD PRODUCE THE SAME 
IMPRECISE, INACCURATE AND MANIPULABLE RESULTS WHICH THE BOARD IS 
USING AS A BASIS FOR CRITICISM OF THE PERCENT OF COMPLETION METHOD. 
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2) THE SECOND POINT I WOULD LIKE TO ADDRESS IS PRODUCT LINE 
RENEGOTIATION . 

THE PROPOSED BILL 4082 STATES THAT: "THE BOARD SHALL RENEGOTIATE 
ALL CONTRACTS AND SUBCONTRACTS BY DIVISION AND BY MAJOR PRODUCT LINE 
WITHIN A DIVISION OF THE CONTRACTOR OR SUBCONTRACTOR." I UNDERSTAND 
IT IS THEIR INTENT TO PROHIBIT THE ALLOWANCE OF OFFSETS FOR LOSSES 
OR SUBNORMAL PROFITS IN SOME PRODUCT LINES AGAINST HIGHER PROFITS 
IN OTHERS, AND TO MOVE LARGE FIRMS WITH MANY PRODUCT LINES TO AN 
EQUAL FOOTING WITH SMALL BUSINESS - A THOUGHT WITH SOME DEGREE OF 
HUMOR. 

THERE IS A MISCONCEPTION THAT MANY SMALL BUSINESSES CONTRACTING 
WITH THE GOVERNMENT HAVE ONLY ONE BASIC PRODUCT LINE. THE FIVE 
CONTRACTS PREVIOUSLY CITED, ALTHOUGH GENERICALLY ALL SPACE INSTRUMENTS, 
COULD BE CLASSIFIED AS FIVE DIFFERENT PRODUCT LINES AS THE PROPOSED 
LAW DOES NOT DEFINE PRODUCT LINE. 

THE QUESTION OF INDIVIDUAL CONTRACT VS. PRODUCT LINE RENEGOTIATION 
IS IDENTICAL FOR BOTH LARGE AND SMALL BUSINESS. A CONTRACTOR WOULD 
ACCEPT AWARDS UNDER THE EXISTING AGGREGATE SYSTEM BUT, UNDER THE 
PROPOSED SYSTEM, WOULD NOT ACCEPT MARGINAL OR TECHNICAL RISK AWARDS 
IN A GIVEN PRODUCT LINE. THE QUESTION IS THEN - WHO WILL RISK 
MARGINAL CONTRACTS? NOT US. THE END RESULT - HIGHER PRICES TO THE 
GOVERNMENT, AND LESS COMPETITION, ULTIMATELY JEOPARDIZING THE U.S. 
TECHNOLOGICAL STRONGHOLD. 
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SMALL BUSINESS DOES NOT NEED TO HAVE LARGE BUSINESS ON AN 
EQUAL FOOTING - THE RATIONALE BEHIND THE PRODUCT LINE RENEGOTIATION 
PROPOSAL. WHAT WE NEED IS RELIEF. I ASK YOU TO REMEMBER THAT 
REGULATIONS PASSED BY THE CONGRESS HIT MY COMPANY WITH THE SAME 
IMPACT AND REPORTING REQUIREMENTS AS THEY DO THE LARGEST COMPANIES, 
AND IN MANY ASPECTS EVEN MORE SO. 

3) THE RENEGOTIATION PROCESS FLOOR INCREASE FROM $1M TO $2M. 

I SEE A POSITIVE ATTITUDE IN THE PROPOSED LEGISLATION THAT 
HINTS A BELIEF THAT SOME SMALL BUSINESS RELIEF IS REQUIRED. 
INCREASING THE RENEGOTIATION PROCESS FLOOR FROM $1 MILLION TO 
$2 MILLION SOUNDS GOOD, BUT I BELIEVE IT WILL NOT REMOVE THE 
RENEGOTIATION PROCESS FROM MORE THAN A HANDFUL OF CURRENT OR 
POTENTIAL GOVERNMENT CONTRACTORS. I ASK YOU TO CONSIDER ALL SMALL 
BUSINESSES SO CERTIFIED BY THE SMALL BUSINESS ADMINISTRATION BE 
EXEMPT FROM THE RENEGOTIATION ACT. OTHER AGENCIES, WITH THE 
ENCOURAGEMENT OF CONGRESS, ARE RECOGNIZING THAT THE BURDENS PLACED 
UPON US HAVE BECOME OVERWHELMING, COUNTERPRODUCTIVE AND NOT COST 
EFFECTIVE. EXAMPLES ARE A) THE PROPOSED EXEMPTION FOR SMALL 
BUSINESS BY CASB AND MINIMAL CAS COMPLIANCE FOR BUSINESS WITH LESS 
THAN $10 MILLION IN AWARDS ANNUALLY, AND B) THE THRESHOLD FOR 
REPLACEMENT COST REPORTING BY THE SEC WHICH ASSURES SMALL BUSINESS 
WILL NOT BE BURDENED WITH THIS REQUIREMENT. 
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TO CONCLUDE, StiALL BUSINESS IS INNOVATIVE AND EFFICIENT 
BECAUSE WE CAN OPERATE IN A SOMEWHAT UNSTRUCTURED ORGANIZATION. 
OUR PEOPLE WEAR MANY HATS AND HAVE THE FLEXIBILITY TO OPERATE 
WITHIN MULTI-DISCIPLINES. THIS IMPROVES OUR COST EFFICIENCY, 
AND, ACCORDINGLY, I BELIEVE WE SHOULD EARN INCREASED PROFIT 
MARGINS. 

I FAIL TO APPRECIATE WHY THE RENEGOTIATION PROCESS IS 
PARTICULARLY HARSH WITH SMALL BUSINESS. THIS IS ESPECIALLY 
FRUSTRATING IN VIEW OF THE CONGRESS lONALLY AVOWED INTENT TO 
SUPPORT SMALL BUSINESS. THIS INTENT IS NOT SERVED BY MORE 
RESTRICTIVE RULES AND REGULATIONS MORE COSTLY IN COMPLIANCE THAT 
IN EFFECT LEGISLATES SMALL BUSINESS OUT OF PARTICIPATION IN 
GOVERNMENT BUSINESS. THE SOUNDEST SOLUTION IS TO DISSOLVE THIS 
COST- INEFFECTIVE AGENCY OR, MINIMALLY, EXEMPT SMALL BUSINESS FROM 
RENEGOTIATION ENTIRELY. 

RESPECTFULLY SUBMITTED, 



JOHN F. POWERS 

VICE PRESIDENT - FINANCE 

BARNES ENGINEERING COMPANY 
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Mr. MiNiSH. Thank you, Mr. Powers. 

You said that the increase in the minimum floor from the $1 million 
to $2 million sourds good. It not only sounds good ; it is good. 

Mr. Powers. I donx think it is far enough, sir. 

Mr. MiNiSH. Well, naturally. But 25 to 30 percent of the filings 
would no longer have to be made. 

Mr. Powers. That is a good step. I think you have to go further. I 
think you take the small business so certified by the SBA and exempt 
us. It is killing us. 

Mr. MiNiSH. Well, let me ask you, have you any idea what your 
average profit has been for the last 18 years ? 

Mr. Powers. Let me give you that specifically, sir. Our average 
profit is negative for the last 10 years with Government business. We 
are on the threshold state of the art, technologically. The risk con- 
tracts by the Government are generally fixed price and, unfortunately, 
in three situations we did not invent on schedule. 

We have one program, to illustrate here, that was suffering a 40-per-: 
cent loss line, which is state-of-the-art technology, with the same situ- 
ation back in 1973, where we took a contract to make this quantum 
leap in technology, and we stumbled. 

Mr. MiNisH. What is your average profit ? 

Mr. Powers. About 8 percent. 

Mr. MiNiSH. Eight percent overall? 

Mr. Powers. Yes. 

Mr. MiNTSH. Isn't it a fact that about 75 percent of your business is 
done with the Government? 

Mr. Powers. That's absolutely correct. 

Mr. MiNiSH. Then you haven't done too badly. 

In some years your Government business has been as high as 97 
percent. 

Mr. Powers. That is correct. 

Mr. MiNiSH. I would think, then, you are in existence because of 
Government contracts. 

Mr. Powers. Absolutely. 

Mr. MiNiSH. That is all I have. 

Mr. Mattox? 

Mr. Mattox. When you say "certified by the Small Business Ad- 
ministration," woud you give a dollar figure? 

Mr. Powers. For the electronics industry, 750 employees and $25 
million in revenue. 

Mr. Mattox. So you think the exemption ought to be $25 million ; 
is that what you are saying? 

Mr. Powers. Yes, sir. 

Mr. Mattox. Well, first you said to kill the act. Is that what you 
are testifying to ? 

Mr. Powers. I think that's the soundest solution. 

Mr. Mattox. And if we don't kill it we ought to at least move it 
up to $25 million? 

Mr. Powers. That is correct, sir. 

Mr. Mattox. I am sorry, I haven't had a chance to go over your 
entire s^f^tement. At what level is vour business now ? 

Mr. Powers. We are at $10 million, total revenue. 
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Mr. Mattox. What is your Government business ? 

Mr. Powers. Approximately 75 to 80 percent, basically space in- 
struments. 

Mr. Mattox. If you were to get the exemption that you are talking 
about, exempting your entire business, how much money would you 
save? 

Mr. Powers. I would have saved last year approximately $16,600, 
or I would have been able to divert those funds to more productive 
use, namely R. & D., and eventually to create new jobs. But I think 
I would have saved $16,600. 

Mr. Mattox. What have you got $16,600 invested in ? 

Mr. Powers. That is the staff to do the reports, having the review 
by the outside counsel, having the review by the auditors. Of that 
$16,600, all but $6,200 were out-of -plant services. 

Mr. Mattox. And how much have you had to return to the Gov- 
ernment via renegotiation ? 

Mr. Powers. Zero. 

Mr. Mattox. None at all ? 

Mr. Powers. That is correct. 

Mr. Mattox. Is that because of your losses in certain years? 

Mr. Powers. Yes. 

Mr. Mattox. I am not totally familiar with your accounting system, 
but you were attempting to explain in your statement why the contract 
should not be figured on an end-of -contract basis where a deteiinina- 
tion of the full renegotiation amount takes place at the end of the 
contract. 

Would you explain that in just plain, simple terms. 

Mr. Powers. The renegotiation process is on an annual basia. and 
we are picking up the entire contract that extends over a 3- to 4-year 
period, and picking up that gross margin for renegotiation. We are 
only picking up the current year period costs assignable for work per- 
formed on that contract in the fiscal year in which it is closed. 

Now, if the completed contract method had been in effect for this 
fiscal year, I would have had severe problems with the renegotiation 
process, because only $590,000 of the $2,390,000 total period costs are 
reflected in the current year. 

Mr. Mattox. Are you saying that it would be just next to impossible 
to keep your accounting separate on a product line basis ? 

Mr. Powers. Absolutely. 

Mr. Mattox. Next to impossible for your business? 

Mr. Powers. We have 12 product lines. We account for 12 product 
lines. 

Mr. Mattox. I understand that. What you are saying is it would 
be next to impossible for you to keep your accounting separated for 
each product line, to determine on a cost-accountingbasis whether each 
product line is making money or losing money, and dividing the busi- 
ness up on that basis, from a cost-accounting point of view ? 

Mr. PoAVERS. We do that. 

Mr. Mattox. You do it ? 

Mr. Powers. Yes. 

Mr. Mattox. But the bill would require that you have renegotiation 
on each product line. 
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What I am asking you is, would that complicate your process in any 
way? 

Mr. Powers. That would not complicate the process. 

But I do have product linos I sell to the Government, quite candidly, 
where the profits are better than othei-s, and Ixicause of this I am able 
to take some technical risk contracts, and if I don't have some ability 
to at least compensate for part of this, I cannot take tlie risk jobs. 

Mr. Mattox. Well, I notice you said something in here about it being 
somewhat humorous. But I think that the provision was specifically 
drafted in the bill to, in effect, to make it somewliat easier for some 
small business to compete with some of the larger ones, because, of 
course, the larger businesses can take a tremendous loss or even have 
a very low profit on a particular contract or product line that they 
are competing with a small business on, and at the same time make a 
tremendously large profit on a product line that they are not competing 
in any way with the small business on. 

Mr. Powers. We, too. That is not a problem just for large business; 
we have the same situation. 

I will give you an example. We have a contract — we are going to 
lose $800,000 on it. Now, that happens to be one particular product 
line. We stumbled our toe on the technical aiTOgance we had. We 
thought we could invent on schedule. Are you going to ignore that 
contract and just look at the profitable ones? I think you have to look 
at the whole pool. 

Mr. Mattox. Thank you, Mr. Chairman. 

Mr. MiNiSH. Mr. Hansen. 

Mr. Hansen. Thank you, Mr. Chairman. 

Mr. Powers, on page 3 you point out that military purchase regula- 
tions are concerned with reasonableness of price while renegotiation is 
concerned with reasonableness of profit. And it seems to me that we 
have two agencies working at opposite ends of each other, and we have 
a case coming up occasionally like the National Presto episode last 
year, where a highly efficient producer was selling to the Government 
at 30 percent less than competitors, and was renegotiated out of 33 
percent of its profits. It's a little along the produce line that you talk 
about. 

Would you agree with me that if there was any justification for 
continuing the Renegotiation Act, that we should renegotiate — or 
direct its efforts to consider reasonableness of price? 

Mr. Po^VERS. Absolutely. 

Profit is generally the smallest part of the whole pricing structure. 
It is in our case. 

Mr. Hansen. Well, let me ask you a question : Is there any inclination 
out of just self-protection, when a firm is trying to be efficient and 
maybe they just have developed a way of doing: something that is so 
superior to their competitors that they can give the Government a 
good buy — is there any discouragement of incentive in this business 
of the fact that they can take it on the low bid, even substantially 
lower, do the job, but they are penalized for making a profit in doing 
so? 

Mr. Powers. I might comment, that has not happened, but that fact 
does exist. 
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Mr. Hansen. And is there any inclination then really to protect 
themselves by padding, I suppose, in ways that would not be too 
obvious to a Board effort or something else — such as — OK, we include 
certain aspects — new machinery, new this, new that — that maybe you 
would not do if you really were scratching the old pencil down tight 
to get the bid ? 

Don't you think there is an element of self -protection in this type 
of thing that really puts the Government at a disadvantage for at- 
tempting to reclaim excess profits ? 

Mr. Powers. We are iioiioiaoie people. I do not believe that the 
companies supplying defense and space products are overt thieves 
and intentionally bad. In my situation we have 99 percent of our 
business audited prospectively and reviewed concurrently by the 
DCAA — follow-on procurement, as an example — ^yes, we do nave that. 
One of the contracts here, we have been audited on that contract over 
the 3-year period 14 times. We put in a bid on the follow-on procure- 
ment. The contract was reaudited. So that the customer knew what our 
past experience was in hours and materials, who we bought the ma- 
terials from, received the overheads, and came through with their 
normal and seme abnormal disallowances, so that our customer knew 
what our price was, what our cost was. So we came down to negotiating 
two aspects: fee and the disagreement between us and the auditors, 
as far as overheads. Now, we don't have the luxury of being able to 
pad. I've got somebody looking over my shoulder for everything 
we do. 

Mr. Hansen. Well, I supose the word "pad" may have been a little 
strong. The word I am trying to get through is something in the 
terms of — ^that you may make do with one item, an older item, a means 
of production or whatever, if you really had to cut to get the business, 
as far as the books were concerned, where you maybe would allow a 
little more luxury in your way of doing things if you felt that there 
was no incentive for you to cut it to the bone. 

Mr. Powers. I doubt it, sir. 

Mr. Hansen. The second question on page 5, you bring up a point 
that the proponents of renegotiation try to hide when they talk about 
how the Board recovers all the money for the taxpayer. Not only do 
they try to make the Board look good by citing before-tax figures, 
but they never note the aftermath of court challenges as you have 
done when you note that in the 29 cases disposed of in 1976, Board 
determinations were reduced 65 percent from $20 million to $7 million. 

Now, isn't it true that the recent court decisions have made it in- 
creasingly difficult for the Board to win cases in the court? 

Mr. Powers. I am becoming encouraged. Yes. I think the courts are 
taking a very positive attitude that some of us who supply, though 
one Congressman quoted Tuesday — "junk," really do a good job. 

We send products into space that are expected to work for 15 years. 
If they don't work, we have heavy fee penalties, and we can't send 
a serviceman. 

Now, we do do a good job, and we are entitled to reasonable profits. 
I think the courts are starting to realize that there are factors to be 
considered — efficiency and essentially to national defense. Yes. I think 
the courts are coming around. 
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Mr. Hansen. I beg the indulgence of the Chair, just for one addi- 
tional question. 

My colleague was talking about the product line situation, and it 
was mentioned that maybe this would give small businesses a chance 
to compete because big businesses maybe would have som/e advantage 
taken away from them. 

I notice that you said this is not necessarily true, that this is your 
way to salvation, sometimes, too, when you have a loss on one line and 
can maybe recoup some on another line. 

Mr. Powers. That is absolutely correct. 

Mr. Hansen. And I think this is interesting, because I think the 
whole thrust of this legislation has been to try to help the s^all busi- 
nessman or the small person in this country, and it seems to me that 
perhaps we have got a problem if that is what we are trying to do in 
the way this legislation is designed. 

Thank you, Mr. Chairman. 

Mr. MiNiSH. I have two fast questions. What do you m^ean by 
"period costs" on page 9, $590,000 in 1977 ? 

Mr. Powers. In general accounting principles, there are certain costs 
that must be expensed in the time frame they are incurred. For ex- 
ample, a marketmg cost benefits today's activity, and it has to be ex- 
pensed this current year. So, the generally accepted term I use is 
"period." 

Mr. MiNisH. Let me ask, are your workers in your plant piece- 
workers, incentive workers, or how are they paid ? 

Mr. Powers. Well, they are basically hourly workers. Well, our sci- 
entific staff consists of 80 people. We have approximately another 80 
that perform assembly and test operations. 

Our total employment is 310. 

Mr. MiNiSH. You do have some pieceworkers ? 

Mr. Powers. Yes. 

Mr. MiNiSH. Well, I happened to work for about 20 years in a plant, 
and let me tell you that many of the plants — and this was organized 
and I don't know whether yours is and it's really not my concern — 
but there was always a clause that the company had in the contract — 
any change in "method, material, or design" — and when the company 
made that change in method, material or design it resulted in less 
money for the incentive worker. 

Now, if there is less money for an incentive worker in a change in 
method, material, or design, that accrues to a larger profit for the 
manufacturer. That is as good a reason for having renegotiation as I 
know of. 

Mr. Powers. I wouM speculate that would happen in some situa- 
tions. Unfortunately, we do not really have that luxury. We come up 
with a proposal for a costsaving and submit it to our customer, and 
generally we are negotiated out of it at that time. 

Mr. MiNisH. Well, listen, I want to thank you, and I am pleased to 
note, as a proponent of the free enterprise system, that your company's 
doing very well with the Government. 

Mr. Powers. We do need some help, though. 

Mr. MiNiSH. We are trying to give youlielp, but you won't give us 
credit for it. We are exempting at least 25 to 30 percent of the small 
businesses. 
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Mr. Powers. Well, go all the way. Eun instead of taking the first 
step. 

Mr. MiNisH. This doesn't come as news to me. 

Thank you very much. It's been nice having you with us. 

Our next witness is Congressman Stewart B. McKinney of 
C!onnecticut. 

1 want to say, Mr. McKinney, that you have made a valuable con- 
tribution to this legislation. You also are one of the few Members 
that worked very hard in getting the mass transit bill passed, and I 
am sure tha^ your constituents up in Connecticut appreciate your work. 

You may proceed. 

STATEMENT OF HON. STEWABT B. McEINNET, A BEPBESENTATIVE 
IN CONGBESS FBOM THE STATE OF CONNECTICUT 

Mr. McKinney. Well, Mr. Chairman, just let me say off the record. 

[Discussion off the record.] 

Mr. McKinney. Mr. Chairman, as a member of this subcommittee 
during the 94:th Congress, I had the opportunity to participate in the 
most extensive hearings that the legislative branch has held on the 
Renegotiation Act. 

During those hearings, it became clear to this member that the re- 
negotiation process is essential if we are to prevent extensive, excessive 
profits and that the Renegotiation Board must be given the tools re- 
quired to fulfill its mandate. 

The Renegotiation Act has been extended 14 times since 1951, and 
the short extensions have resulted in a Board which, unless invigorated 
immediately, will continue to be the "biggest sieve in our Government," 
to quote Admiral Rickover. 

Chairman-designate Goodwin Chase is a refreshing example of a 
man who fought against the odds and ended up with the prize. 

Under his leadership, I am sure the Board intends to change Rene- 
gotiation Board philosophy from playing the numbers game — based 
on many cases completed — to an in-depth analysis of major DOD 
contracting firms on a case-by -case basis. 

With only 177 total personnel, the $150 billion backlog for the Board 
will rise, but cases will be reviewed. 

I introduced an amendment to the prior bill that would not have 
allowed the Board to have fewer than eSOO personnel. This is the mini- 
mum I thought necessary to keep up with the $30 billion in sales each 
year. 

At that time the backlog was $120 billion ; it is now $150 billion and 
rising. It will continue to rise unless H.R. 4082 is passed. 

This subcommittee has a responsibility to insure that the proper 
personnel resources are made available to the Board. This was my 
concern 2 years ago and it is my concern now. 

Last year the members of the subcommittee were surprised to learn 
that the incredibly small staff at the Board, including 48 accountants 
and 9 lawyers, are responsible for the entire renegotiation process. 

This means that each staff accountant is responsible for the evalua- 
tion of $12 million of defense spending every hour. 

Is it any wonder that the Board's backlog amounts to over $160 
billion, with some cases awaiting renegotiation for over 5 years? 
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These figures represent a loss to the Treasury of more than $5 mil- 
lion in interest alone which possible renegotiated refunds would yield. 

I hope that the niembei-s of this subcommittee wull note that this $5 
million figure represents al^nost the entire Renegotiation Board's 
budget of the desired $5.7 million. 

H.R. 4082 further attempts to prevent the loss of renegotiated re- 
funds by initiating a procedure which permits the Board to make re- 
negotiated profit determinations based on the profit and loss state- 
ments of a particular product line as opposed to the current method 
of review of a corporation's total renegotiable sales. 

This new procedure will pi-evont a corporation from offsetting their 
excessive profits in one product line against the losses or lesser profits 
in another product line. Mr. Chairman, I am going to deviate from my 
testimony just slightly. 

You and I spent a great deal of time on mass transportation. I have 
spent a great deal of time on it here in Washington, D.C., as you 
Imow, also. 

What really concerns me about the defense business, which is a $40 
billion Government business, and the transportation business, which 
is fast reaching that same level of Government business or Govern- 
ment guaranteed purchases, the ability of small businesses to counter- 
act low entry profitability. 

It is far too easy, Mr. Chairman, and far too disturbing to this 
Congi'essman to see tliat low profit cntiy into new product markets can 
be made by a large corporation using excessive profits from other areas 
of Government business. More disturbing is the realization that this 
low entry fee or losses from the low entry fee will be subsidized, in 
essense, by the taxpayers. 

We then add in the problem that we have become a captive of the 
product of low entry. For example, there isn't a single person who 
has been involved in the procurement of mass transportation vehicles 
who doesn't know that you must commit yourself to absolutely identi- 
cal products. Ever}' screw, bolt, and air-conditioning fan belt must 
be the same if you're ever going to make a mass transporation system 
run, and you find the enigma of the taxpayer tied to the low-entry 
product being stuck on continuation of this contract, additions to that 
contract with a new product that far exceeds the inflationaiy rate that 
was determined between the two orders. 

While I sat on the subcommitt-ee I was most concerned with the ad- 
verse effect of the renegotiation procedure on small businesses. It 
became clear that the ability of large corporations to offset their exces- 
sive profits among its many product lines provided a loophole which 
was not available to the small contractor who had only one product 
line. 

Thus, the small contractor is unable to hide his profits and as a re- 
sult bears the burden of refunding excess profits. This is precisely why 
86 percent of all renegotiation redeterminations were against "small 
firms." 

Since 1969 there have been only 20 renegotiation determinations 
against DOD's 100 corporations. In 1969, there were only two ; 1970, 
two; 1971, three; 1972, two; 1973, seven; 1974, four; 1975, none; and 
none in 1976. 

Product line reporting will also permit the Board to look more 
closely into the efficiency and ability of the contractoi: tfs ^yqk^c^i^sII^ 
specified level. v 
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Board analysts will be able to uncover abuses which have been con- 
cealed for years. Thus, billings in excess of work, the shifting of costs 
that were billed on one contract to another contract for similar items 
in order to get progress payments on the same item twice and other 
claims which had no basis in fact or relation to the cost of the contrac- 
tors' books, will be uncovered simply because there will be nowhere to 
hide them. 

This legislation also eliminates the most abusive of the exemptions 
of this act, the oil and gas raw material exemption. The ori^nal ra- 
tionale for this exemption was "to recognize the immediate availability 
of competitive price information on the world conunodity markets." 

The vertically integrated nature of the petroleum industry renders 
this assumption totally invalid. The major oil companies own all facets 
of production ; thus, there is no way for the Government to monitor 
profit levels on the transportation and refinery phases of production. 

It is incredible that the bulk of oil sales completely and legally 
escapes the renegotiation process, thereby effectively preventing the 
Government from ascertaining whether it was charged a fair price for 
its enormous purchases of oil. This legislation will put an end to that 
most costly abuse. 

Due in part to this exemption, it is possible that multinational oil 
companies show a huge profit on commercial sales and a loss on renego- 
tiable sales. 

The inability of Government agencies to get actual cost information 
from major oil companies combined with the rise of the oil and gas 
exemption leads me to believe that their profits are running from 20 to 
60 percent before taxes. 

However, H.R. 4082 will not only put an end to the exemption but 
will also enable the Renegotiation Board to get pricing information 
which the Defense Fuel Supply Center has been unable to obtain. 

Incredibly, the Supply Center has been unable to flret cost informa- 
tion. All they have been able to accumulate is pricing data which 
merely reveals what price the Government is going to have to pay. Re- 
negotiation seems to be the only way to both uncover and recover exces- 
sive profits. 

In addition to these major amendments, the subcommittee has taken 
steps to strengthen the Board by making: the act permanent, stagfijer- 
ing the terms of the Board members, and reouiring that no more than 
three Board members shall be from either political party. 

We have also provided the Board with subpena power and increased 
penalties which will enable the Board to more stringently enforce its 
filing requirements. 

Mr. Chairman, I have read the testimony of witnesses who have ap- 
peared before your subcommittee over the past 2 days and have re- 
viewed my file from my tenure on the subcommittee. 

A recurrinqr argument espoused by many contractors is that indepth 
analysis of Government contracts is performed in all stages of the 
contractual period. 

However, I would respond by asking, what aiprency besides the Re- 
negotiation Board has the authority to analyze all renegotiable sales of 
a contractor in a given period ? 

The answer is none. All of the DCAA, DCAS, P.C.O.'s reports are 
for individual contracts. The Cost Accounting Standards Board is 
ptbtuirily concerned with setting: up standards that compel a contrac- 
tor to record costs on the same basis t\iat \t \)\As oT\.\i\^ cATitracte. 
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DCAA's recommendations on the allowability or nonallowability of 
cost on initial contract are always in conformance with our Service 
Procurement Regulations. 

However, many of tliese recommendations for disallowance are put 
back in by the Procurement Contracting Officer, often on direct orders 
from higher authoritv. This, in effect, negates the indepth audit by 
DCAA. 

Many of these are in tlie area of independent research and develop- 
ment. In this area, the Government pays for research that is later used 
quite often for strictly commercial application, so we have an instance 
where the initial auait may be indepth but can be overruled by the 
Procurement Contracting Officer. 

Thus, the renegotiation process after the passage of H.R. 4082 will 
be the sole vehicle for complete; analysis of Government contracts 
which will result in the "discovery and recovery" of excess profits. 
I urge my colleagues to support these measures which will put an 
end to the last 7 years of "limited renegotiation" of small business 
only and give the Renegotiation Board the ability to return millions 
of dollars of our taxpayers' money back in the Federal coffers. 

Mr. Chairman, I would just like to finish by saying, certainly tliis 
testimony is not going to win me any friends. But my association, I 
think, in the last session with you and Admiral Rickover and others 
of those who brought inf onnation to us made it necessary. 

I would hope to assuage the concerns of those whose testimony has 
been given in front of this subcommittee that the subcommittee would, 
No 1, look very hard at the small business exemption, and that the 
subcommittee. No. 2, would — as I know it will under your leadership — 
assure everyone on both sides that the markup will be a serious and 
thorough matter. 

I would hope that the subcommittee would express within its report 
what I know is Mr. Chase's way of doing business, and that is that it 
is not the type of accounting — the type of reporting or anything else — 
that is going to get a company into trouble, the Renegotiation Board 
is not out to put the free enterprise system out of business. It is not 
out to put people out of the defense business. It is simply there to make 
sure that excessive profits are not made with money that belongs to 
the taxpayers of this country. 

We are talking about the sinrfe biggest purchaser in the world, the 
U.S. Department of Defense. It deserves protection, and the taxpay- 
ers deserve protection. 

I, myself, as an individual Congressman, am appalled that we can 
spend $113 billion — for the right to survive in this world. I would 
just as soon make sure that it is spent properly. 
I thank the Chairman. 

Mr. MiNiSH. First of all, let me thank my good friend for a very 
excellent statement. 

I also want the record to show that you have always championed 
the causes of small business, and you are one of the members who talked 
to me about the increase in the floor from $1 million to $2 million, and 
I think the record should show that. 

You stated there's a need to increase the size of the Renegotiation 
Board staff. Aside from the obvious increase of the number of cases 
to be handled with more staff, what benefits will the increased staff 
provide the contractors ? 
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Mr. McKiNNEY. Well, I think that the increased staff is necessary 
for two reasons. 

No. 1, 1 don't think anybody can make an intelligent decision on a 
case in the time that I mentioned in my testimony. If nothing else, 
it certainly is not fair to the contractor. We turn to the contractor and 
say, you will do all of his cost-proof work for us and then we're going 
to have some guy sit down and look at your case in 15 minutes and 
make a decision. 

Perhaps it would lower the incidence of court involvement. 

I know this — it would allow the Board to make far more intelligent 
decisions on questions that come forth, such as those that were brought 
up, for instance, by one of my constituents who just testified in front 
of you, Barnes Engineering. 

Mr. MiNiSH. Thank you, Mr. McKinney. 

Mr. Mattox, you are i*ecognized for 5 minutes. 

Mr. Mattox. Mr. McKinney, I am a little perplexed a bit by this 
whole subject matter, and I am very concerned that in one part of 
your statement you have indicated the tremendous backlog that exists 
at the Renegotiation Board. And yet, in other parts of your state- 
ment, you are really and truly suggesting that the accounting be done 
on a product line basis. 

It seems to me that this is more paperwork, more items, for the Re- 
negotiation Board to go over, and I am concerned that they can't get 
done now what they need to do. And I'm concerned that this might 
make an immensely greater problem for them. 

Would you mind commenting on that ? 

Mr. McKinney. Well, I think it is like anything else in this world, 
it's a knife that slices both ways. 

I would simply illustrate what one problem is, through and ex- 
perience that I had as a member of the Connecticut Transporta- 
tion Authority. Several of us tried to figure out the Penn Central's ac- 
counting — it was a fascinating experience. In order to finally deter- 
mine it, we had to divide their accoimting — ^to separate apples and 
oranges — and try to determine why the Connecticut taxpayers should 
pay $41/^ million for a subsidy for a particular section of line, with- 
out needing to look at a profit and loss statement on 477 Park Avenue. 

It was much easier, once we were able to sort out and separate out 
the functioning of that one particular line. 

I think that one of the problems with renegotiation — one of the 
problems that I mentioned, for instance, in not looking at big con- 
tracts — ^has been that the Board has not had the personnel, and it has 
quite frankly run scared and played the numbers game. They want to 
turn a report in to the President and to the Congress and say, look, we 
handled x number of cases. They don't have the equipment or the ex- 
pertise — ^they have the expertise but not the equipment or personnel 
to go into a great big conglomerates picture or a very large corpora- 
tions picture. So they go after the guy who makes the fatigue caps in 
Poughkeepsie, N. Y. 

Mr. Mattox. I understand those things. The thing I am a little con- 
cerned about is whether or not it would be more appropriate, for in- 
stance, on what we class a small busineas to lump all of their product 
lines together for renegotiation, but for the businesses that we would 
class as large businesses re(][uire some kind of separation factor so that 

could look at it a lot easier. 
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I recognize the accounting problems that exist, but it seems to me we 
may be overcomplicating the situation at the same time, too. 

I am not sure that many small businesses could separate them easily, 
and maybe the large ones can't either. 

Mr. McKiNNEY. Well, I would have to add, I was a small business- 
man before I came to Congress, and I had an awful hard time separat- 
ing out my commercial business from my retail business. I would 
suggest perhaps that if you have an exemption level for small business, 
why not have an exemption level for product lines ? 

And I am counting — which I don't think many of the business com- 
munity are — on the iioard's intelligence with respect to product line, 
anyway. When I mention product line, I don't talk about two different 
kinds of film or two different kinds of pencils. I am talking about 
ships, on the one hand, and rockets on the other. 

Mr. Mattox. I know that you are. And the thing that has always 
concerned me about it is the ability to divide up the different product 
lines. 

I have been going through some of the contracts for some particular 
aircraft, and it has amazed me how you can assign the different fixed 
costs around two different product lines to, in effect, really and truly 
distort very substantially the picture involved. 

Mr. McKiNNEY. Well, you might say, for instance — and I am not 
suggesting anything to this subcommittee — if you are exempting $2 
million as a small business in general for reporting, and that is basi- 
cally a one-product line business, then, I would say, if it is $5 million 
or $i5 million in sales of multiple products, well let them just turn in 
their whole show. 

Mr. Mattox. Well, let me ask you one further question, about the 
amount of exemption. Kealistically, in the defense contracting area, 
if you get out of the "f ati^e cap" area or out of something else, you're 
going to get past $2 million. Aiid I'm a little concerned. I think the 
request for $25 million is unreasonable. I think when you reach $10 
million, that might be more reasonable — ^maybe $5 million. It seems 
to me that $2 million, in light of the tremendous inflationary problems 
weVe had over the years, may not be a reasonable factor. Two million 
dollars — ^it seems to me that it should be higher. Would you give me 
your thourfits on that? 

Mr. McE^iNNEY. I would have to, from my own experience — I would 
think that $2 million is not high enough. 

Mr. Mattox. What figure would you think? I had in mind some- 
thing, maybe $5 million or $7 million, maybe $10 million at most. 

Mr. McKjnney. Well, it's interesting. I will say somewhere between 
$5 and $15, and let the committee work its will. Two million dollars 
does not spread very far. I think the President's brother said, I am just 
a small Georgia peanut farmer. That is a $3i/^ million business. I say I 
was just a small tire dealer in Connecticut; that was a $1.7 million 
business. 

Mr. Mattox. Thank you very much for your testimony. 

Mr. MiNiSH. Mr. Kousselot. 

Mr. Kousselot. Thank you, Mr. Chairman. 

At this point in the record I would like to put in the record a letter 
addressed to Mr. Grassley from the Joint Committee on Taxation. 

Mr. MiNiSH. Without objection. 

[The letter submitted tor the record b^ CoTv^^^^sv'sccL^^j^ssisaiSiSi^ 
foUows:] 
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ConsreM of tfje Winitt\i ^tstts 

Joint Committee on Taxation 
Oa^lington, B.C. 20515 

MAR 29 «77 



Honorable Charles B. Qrassley 
Bouse of Bepresentatives 
Washiagton, D. C. 20515 

Dear Br« Grassley: 

- t an responding to your letter of Bareh 23 1 1977 
requesting an opinion as to whether section 6103 (i) (5) of 
the Internal Bevenue Code of 1954 would limit the 
Benegotiation Board's ability to contract audit work to 
agencies other than the Internal Bevenue Service* 

Under section 6103 (i) (5) , upon the written request of 
the Chairman of the Benegotiation Board, returns and return 
information are open to officers and employees of the 
Benegotiation Board who are personally and directly engaged 
in verifying or analyzing the financial information required 
to be filed with the Board in the implementation of sections 
1481 and 1482 of the Internal Bevenue Code of 1954. . In 
addition, the Chairman of the Benegotiation Board may, 
upon referral of any matter to the Department of Justice for 
further legal action, disclose any return or return informa- 
tion to an employee of the Justice Department charged with 
the responsibility for handling such matters* 

The staff's analysis of section 6103 (i) (5) leads to the* 
conclusion that if the Benegotiation Board were to contract 
out various audit responsibilities to another Federal agency, 
such as the Defense Contract Audit Agency, such other agency 
would not constitute either an officer or an employee of the 
Benegfotiation Board. The staff's opinion, therefore, is that 
section 6103 (i) (5) would not permit the Benegotiation Board, 
as part of its contracting out of audit responsibilities to 
another agency, such as the Defense Contract Audit Agency, to 
disclose any return or return information it received tram 
the Internal Bevenue Service. 



Sincerely, 
Bernard B. Shapiro 
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Mr. EoussELOT. Second, I would like to include in the record at this 
point a letter addressed to Mr. Grassley from Congresswoman Pat 
Schroeder, a member of the House Post Office and Civil Service 
Committee, about some of the grade increases in this bill. 

If I could have unanimous consent to do that. 

Mr. MiNiSH. You have. 

[The letter submitted for the record by Congressman Kousselot 
follows :] 



NINETV^IFTH CONORC8 




^A. ^ottfe of BepreKentattben 



"***'* "' **" COMMITT«K ON FO»T OPFICC AND avIU SCftVICC 

SUBCOMMITTKS ON CMKX>YKC CTHICS AND UTIUZATION 
•OS House OPFICK BUILDING ANNEX 1 



Otflteatni. a.C. 20315 
March 30, 1977 



Hon. Charles Girassley 
Room 1227 Longworth HOB 



Dear Chuck: 



I noted that the Subcommittee on General Oversight and 
Renegotiation will be considering H.R. 4082 tomorrow. 

As Chairwoman of the Subcommittee on Employee Ethics 
and Utilization, I have great concern over Section 9(c) 
of this bill. This Section is clearly a roundabout 
attempt to amend Title 5, United States Code, Section 
5316(33) which sets the position of Chairm2ui of the 
Renegotiation Board at Executive Level V. Jurisdiction 
over amendments to this Section of Title 5 and its 
companion sections dealing other Executive Levels 
rests in my Subcommittee, which already has before 
it various measures to increase or establish Executive 
Level positions in such agencies as the Department 
of Health, Education, and Welfaure, the Federal Reserve, 
and the Office of Management and Budget. 

Hiding pay raises and civil service positions away 
in other parts of the U.S. Code from Title 5 creates 
a very difficult problem for the Committee on Post 
Office and Civil Service, when it tries to estimate 
the costs of changes in the law, and for the Civil 
Service Comnission, when it tries to administer laws 
affecting federal employees. This is to say nothing 
of the damage which is done to Committee jurisdiction 
under the Rules of the House. 

I suggest that Section 9(c) be stricken from H.R. 5316. 
I am certain that n^ subcommittee will be most happy 
to take up a proposal for a correct change in the law 
if it is requested by the Renegotiation Board. If 
Section 9(c) remains in the bill, you may be aissured 
that I will do all I can to obtain sequential referral 
of the measure from the Speaker. 



ind regards. 




_ schroeder 
kirwcnan 
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Mr. EoussELOT. Thank you. 

I appreciate my colleague from Connecticut being here. I know we 
sit side by side on this full committee, I know, as a man who has been 
in the private sector, and is also very much involved in the private 
housing field here in Washington, D.C., that he is very concerned 
about the problems of overgovemment regulation. I know we have 
discussed them many times, the problems he has had with District of 
Columbia government as it relates to overregulating in housing. 

So I am delighted to have here to discuss, as my colleague from 
Texas just did, on the subject of product line accounting. 

Now, my question to my very fine colleague is: As you know, al- 
ready there are several agencies heavily involved in the definition of 
what a product line is. As a matter of fact, the FTC has one defini- 
tion ; the General Accounting Office has another ; the SEC has another ; 
the Cost Accounting Standards Board has another. So we are just a 
bunch of humble Congressmen here, and we, of course, in my distin- 
guished chairman's bill, haven't made any attempt to define that. 

Now, could you give us a definition of what you think product line 
means and how we should write it into the bill. Or should we just 
leave it up in the air. How would you handle this problem of definition. 

Mr. McKiNNEY. I have a difficult time reflecting on what it was we 
passed after I see what the bureaucrats and the agency did with it. 

Mr. RoussELOT. Yes; we all remember RESPA. 

Mr. McKiNNEY. A nd several others I could add. 

Mr. RoussELOT. Yes; I am sure you could. 

Mr. McKiNNEY. I think perhaps one of the things we talked about 
when we put in all these sunset proposals was bringing these defini- 
tions down to a common ground that possibly Webster could under- 
stand as well as everybody else. 

Mr. RoussELOT. Well, because you have been a businessman, tell me 
what you think product line should be. And you mentioned exemp- 
tions. Who should we exempt? Congressman Tom Downey came in 
and said maybe we should exempt from this bill anybody under $50 
million. Would you say $50 million? 

Mr. McKixNEY. I think $50 million is a little high. 

Mr. RoussELOT. Where would you put it? 

Mr. McKiNNEY. Well, I said somewhere between $5 and $15 million 
for a total exemption, but I also suggested that — I think before you 
were here 

Mr. RoussELOT. The bill calls for $2 million. So you think it should 
be higher. 

Mr. McKiNNEY. I also suggested that perhaps on product line re- 
porting there be a level there, too, which does not necessarily have 
to reflect a total exemption level. 

Mr. RoussEixyr. Say that again. 

Mr. McKiNNEY. T am sucrgesting very strongly that we have product 
line reporting, but I am also suggesting that on the subject of product 
line reporting, you could have an exemption. So let us say that you 
had 

Mr. RoussELOT. We have different exemptions. 

Mr. McKiNNEY. Let's say vou had a $10 million exemption from 
reporting altogether. Basically, I think, in today's economy that is 
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a single, one-line type of outfit. You could then say you 



Mr. EoussELOT. That is one product line? 

Mr. McKiNNEY. I would assume so. 

My definition of 'product" we will get to as soon as I finish this. 

Mr. RoussELOT. The reason I ask that, we have got a little prob- 
lem in California. We have got a lot of electronic manufacturers, and 
they may liave 50 product lines in a ^ven field of electronics. 

Mr. McKiNNEY. Well, let me describe product lines. 

So say you had the $10 million — and I am just saying this — ^you had 
the $10 million general exemption. You could then have, say, a $15 
million exemption for not havmg to report by individual product line, 
because I thmk still and again, with Defense Department business, 
you are talking a lot of money before you get into a lot of product 
lines. 

And we have got to get first to my definition of "product" that you 
asked for, and I was only, as I say, a history major. 

Mr. RoussELOT. And a former businessman. 

Mr. McKiNNEY. When I talk product line, I am talking an apple 
and an orange; I am not talking a dift'erent kind of apple. I am sim- 
ply stating that in my basic way of thinking, what we are concerned 
with is not whether it's a No. 2 pencil or a No. 4 pencil, but whether it is 
a space rocket or a naval ship. I think that is essentially what we're 
talking about. 

Mr. EoussELOT. So you would exempt, in ships, say — I don't know 
what ship you can produce for $15 million, but I guess there are some. 

Mr. McKiNNEY. You are up in so much money once you get into 
ships, Mr. Rousselot, you have got to report anyway. 

Mr. RoussELOT. But $15 million would be the threshold ? 

Mr. McKiNNEY. That was a suggested one. No longer having a role 
on this subcommittee, I would not suggest to anyone, particularly my 
good friend from California. 

Mr. RoussEiiOT. But you are going to get to vote on this bill. 

Mr. McKiNNEY. Eventually. 

Mr. RoussELOT. You must know something I don't know. [Laugh- 
ter.] 

Mr. McKiNNEY. The original wisdom comes from the source in front 
of me. 

Look, what I am talking about is, I don't think that if you are talk- 
ing firms that they have any right to combine, confuse, and mix up 
a space rocket, an ejection seat, and an LST — and that is what, I am 
afraid, they are presently doing. 

Mr. Rousselot. I see. So the threshold level in your judgment should 
be $15 million? 

Mr. McKiNNEY. That was my statement of judgment. 

Mr. Rousselot. I appreciate it, because I think, coming from you, 
it has meaning, because I think you basically support this legislation. 

Now, your definition of product line is ? 

Mr. McKiNNEY. An apple and an orange rather than two kinds of 
apples. A Mcintosh and a Delicious are not two different products; 
they are different kinds of apples. 

Mr. Rousselot. OK. So we are to go to the apple and orange 
concept. 
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And how do we put that in writing in the bill ? 

Mr. McKiNNEY. I think it can be done. 

Mr. RoussELOT. Well, if I could ask that you give us a submission of 
a definition of product line — as you know, it is one of the greater 
issues in this bill — and we need it by 3 o'clock, because my chairman 
has told me that we will markup today. 

Mr. McKiNNEY. Well, I will try to do that. But I would suggest — I 
want to ask the gentleman a question. 

Mr. RoussEiiOT. I would be delighted to try to answer any question. 

My time has expired. 

Mr. McKiNNEY. The chairman will give me leave, I am sure. 

Have you asked, for instance, the Eenegotiation Board as to what 
they would like to see as their definition ? 

Mr. RoussEiiOT. No; the new chairman is coming next, and we are 
going to ask him the same question. 

Mr. McKiNNEY. I think that the gentleman from California will 
be as appreciative as I am of the new chairman's ability and willing- 
ness to make this a good bill. 

Mr. EoussELOT. And by the way, we have asked, I think, several 
people to define product line, and they all have the same difficulty that 
you have had. They have not given us the apple and oranges definition. 
How we put that in writing, I don't know, but I am willing to take 
that as a starter, apples and oranges. 

Now, could you also define for us "excessive profits," and we will 
have to do that in writing by 3 o'clock this afternoon, because my 
chairman tells me my time has expired. 

Mr. McKiNNEY. Excessive profits, I think, can be defined, Mr. 
Rousselot. 

Mr. Rousselot. Fine. You will give us your definition? 

Mr. McKiNNEY. I will try. 

Mr. EoussELOT. Mr. Stark has not given it to us yet. I appreciate it. 

Mr. McKiNNEY. Would you like to hear a simplified, history major's 
definition of excessive profit ? 

Mr. Rousselot. Only if my chairman will permit you. 

Mr. MiNisH. You may. 

Mr. McKiNNEY. It seems to me that, quite frankly, an excessive 
profit is any type of profit made on contractual business with the Fed- 
eral Government that the free market would not accept under any 
conditions. 

Mr. Rousselot. Let's give a specific. We had a definition here yes- 
terday of excessive profits for shipbuilding — 8 percent versus 5 per- 
cent. What would you say ? 

Mr. McKiNNEY. I am not going to talk percentages. I am going to 
talk about Christina Onassis. If Christina Onassis would not pay a 
ship company 13 percent profit for building a ship, there's no reason 
in the world why the Government should pay it. 

Mr. Mixisn. The gentleman from Texas. 

Mr. Mattox. Tjet me ask one more question. 

Do you think an excessive profit should be figured some way on the 
basis of the overall profit stnicture of the entire country, working out 
the average profitability for all industrialized companies in the coun- 
try working on a profit-line basis such as that? Do you think that^s too 
restrictive? 
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Mr. M cKjnney. I think it is very dangerous to write in a percent- 
age of allowable profit. 

What I do say is that, though — and I think the example of ship- 
building is a veiy good one. There is an active shipbuilding business 
in the world to which other nations and private corporations go. There 
is a determinable average rate of profit in that business. I think that 
is proof, if there is an excess, it is quite simply the fact that the Gov- 
ernment is paying more than the private, free enterprise system would 
pay. 

Now, why should, for instance General Motors make a profit, per- 
centagewise, on a bus that the American people would never pay them 
on a car? 

Mr. Mattox. Well, I don't disagree with you at all. This building 
probably should have been renegotiated. But it is a hard kind of thing 
to tell somebody, that you are going to be renegotiated, without any 
real definition of what th'at means. 

Mr. McKiNNET. Can I add one thing? 

No one is here to kill off profit, but we are not kidding ourselves. 
There is enough creative accounting — and I use the word "creative 
accounting" very advisedly — in modern busine^ today, particularly 
the large corporations, to take care of the problem that you might tie 
discussing. 

Mr. Mattox. I imderstand. 

Mr. MixiSH. Thank you, Mr. McKinney. 

I understand that Mr. Honig has now arrived. 

Mr. Honig, you may proceed with your statement. 

STATEMENT OF DANIEL A. HONIO, COUNSEL, ON BEHALF OF THE 
MANUFACTURERS' AGENTS NATIONAL ASSOCIATION AND THE 
ELECTRONIC REPRESENTATIVES ASSOCIATION 

Mr. Honig. I would like to thank you very much for inviting me to 
testify before this committee. My name is Daniel A. Honig and I am 
counsel to the Manufactuer's Agents National Association, known a« 
MANA, and the Electronic Eepresentatives Association, known as 
ERA. These associations are made up of 7,000 independent sales repre- 
sentative organizations. 

The independent sales representative represents manufacturers in 
the sales of their products. The manufacturer's customers are either 
second tier manufacturers, distributors or retailers. The represent- 
atives have contractual relationships with the manufacturer to sell 
the goods of the manufacturer on a straight commission basis. 

Sales made by manufacturers' representatives (who are also known 
as manufacturers' agents and sales representatives) are often made to 
the Government or to contractors of the U.S. Government. Thus, a 
manufacturers' representative may sell on behalf of a manufacturer 
goods to a company such as GE who is using the product in a Govern- 
ment contract which may be subject to renegotiation. The manufac- 
turers' representative often does not know that the product is being 
used on a Government contract subject to renegotiation. 

It is important to note that the manufacturers' representative has 
no privity of contract with the customer, whether it be a prime con- 
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tractor, a subcontractor or directly with the Government. The cus- 
tomer places the order directly with the manufacturer. After delivery 
and payment to the manufacturer, the manufacturer then pays a 
commission to the representative. The sales representative is there- 
fore purely in a brokerage position. He has not ever taken title to the 
goods being sold. 

The typical canufacturers' representative that is a member of 
MANA and EKA is either a corporation, a partnership or a pro- 
prietorship. There are 7,000 member organizations in the two trade 
associations employing approximately ^50,000 people. Each member 
organization may employ anywhere from 1 to 40 individual sales 
people. They generally cover specified geographical areas. They re- 
ceive commissions on sales for specific products sold for the manu- 
facturer. They may represent anywhere from 5 to 15 noncompeting 
manufacturers whose products are synergistically related. 

The typical manufacturers' representative may sell from $400,000 
to $600,000 worth of goods per year for each salesman employed and 
receive commissions of anywhere from 5 to 15 percent on those sales. 
Here perhaps is the last of the small f i-ee enterprise businessmen in 
our society. 

The manufacturers' representative is a person who often starts in 
business with his wife as the bookkeeper and secretaiy. He operates 
from his home and initiates his business with minimal capital. 

The Kenegotiation Act of 1951 was very careful to establish in 
section 105(f)(2) and section 105(f)(3) a special category called 
"Manufacturers' Agents." This category of people which covers the 
manufacturers' representatives in MANA and ERA was segregated 
and separated, I believe, to avoid the problem of improper contingent 
fee payments for Government contract awards. The amount of com- 
mission income from Government business which obligates a manufac- 
turers' agent to tile under the act was established at $25,000. 

Since 1951, there has been a substantial change in the method of 
marketing of many products. This change has increased the number of 
manufacturers' agents, rather than decreased the number. The manu- 
facturers' agent has become a professional marketing man, a man with 
a technical background, a college education and knowledge of speciiied 
territorial areas and specialized product markets. I myself was at one 
time in my career a manufacturers' agent and a member of ERA. 
I represented approximately 12 electronics companies in the sale of 
their goods principally to the U.S. Government. So I am speaking 
from firsthand knowledge. 

H.R. 4082, as proposed, on page 11, line 4, increases the minimum 
amount of commissions required for filing to $50,000. It is our position 
that this is totally inadequate and as a matter of fact imposes a severe 
discrimination against manufacturers' agents. It also continues impos- 
ing tremendous cost to the Federal Government for processing reports 
from small businesses which are seldom, if ever, subject to any excess 
profits. 

The problem is quite clear. Manufacturers' representatives do not 
have any of the information required to be included in form RB-1 
which is the filing form of the Renegotiation Board. They have no 
id^ what the cost to manufacture the goods are; they have no idea 
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how much profit was made by the manufacturer; they have no idea 
as to the amount of the direct labor on the contract, and much of the 
other information that is required in tlie standard form of contractor's 
report. The form KB-1 is clearly designed for the manufacturer and is 
totally inappropriate for manufacturers' representatives. 

So the threshold problem of the representative is that he is mechan- 
ically unable to respond to the Government's requirement. In order 
for a manufacturers' agent to comply with the law, he must acquire a 
vast amount of infonnation from the manufacturer he represents, 
some of whom are not even required to file a report themselves. For 
instance, if a manufacturer sells less than $2 million on Government 
contracts under the proposed act, he is not required to file a report. 
He may, however, have paid out in commissions to a representative 
$100,000 on these sales. Tlierefore, under the proposed bill, the rep- 
resentative who was responsible for these sales would have to file and 
yet the manufacturer would not be requird to do so. The information 
that the representative would be required to include in his filing with 
the Renegotiation Board would be details of information that the 
manufacturer has never assembled. Therefore, the manufacturers' 
representative would simply have to guess at the numbers or not file. 

The unfoitunate situation that arises is that many manufacturers' 
representatives simply shrug their shoulders, tlirow up their hands, 
tear out their hair, and decide that there is no way they can comply 
with this Catch-22 rule that they are caught up in. So they simply do 
not file. It is an unfortunate situation when the Government develops 
regulations and laws that honest citizens can not, under any circum- 
stances, comply with. 

The approach the manufacturers' representatives takes when he 
feels that he must, under all circumstances, file is that he uses his ac- 
countant to prepare the forms. I've done a survey of certain of our 
members and have concluded that the typical repi-esentative who files 
after earning $25,000 or more in commissions spends approximately 
$1,500 to have his accountant prepare the renegotiation forms. This 
results in an expenditure to the small businessmen of approximately 6 
percnt of the commissions that he has earned in order to comply with 
the requirements of filing. 

On behalf of MANA and EEA, I have made a study of the Eene- 
gotiation Board reports for the years 1972 through 1975. Using SIC 
(Standard Industrial Code) numbers and other methods of deduction, 
I have determined that during that 4-year period of time, there were 
approximately 1,021 manufacturers' representatives screened by the 
Board. During that period of time, of those manufacturers' represent- 
atives screened, there were only six who wre determined by the Board 
to have had excess profits. 

In analyzing the 4-year period, I then, determined that at some rea- 
sonable dollar amount of commissions, there would not have been any 
major effect on the amount of excess profits recovered by the Govern- 
ment A careful study showed that $300,000 of commissions was the 
reasonable cutoff figure. The $300,000 figure would eliminate virtu- 
ally all of the renegotiation filing requirements for our members. Using 
this number during the 4-year period, there were three manufacturers' 
representatives who had been subject to an imposition of excess profits 
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and the Government would have not recovered $200,000. A table show- 
ing this analysis is attached hereto. 

Using the estimated budget of the Benegotiation Board, it appears 
that the cost per screening of manufacturers' representatives filings 
amoimts to approximately $2,000 for each filing. The Renegotiation 
Board may say that this is overheard which would have been spent in 
any event. In response to that comment, I say that that is money that 
could have been spent screening more highly profitable manufacturers 
and achieving a greater return on the dollftr spent. Based on this as- 
sumption, the Government, during the 4-year period of time, would 
have spent approximately $2 million screening sales representatives' 
filings. The sales representatives in preparing mese filings would have 
spent approximately $1,500, per filing. The total dollars spent by small 
businesses and the Government would have exceeded $3,500,000. 

ITius, for the combined expenditure of $3,500,000, it appears that 
during this 4-year period the Government has recouped excess profits 
of only $200,000. This makes no economic sense whatsoever. 

It seems imperative that the proposed H.R. 4082 be amended to 
increase the minimum amount of commission income to exempt manu- 
facturers' agents from the requirement to file with the Renegotiation 
Board to $300,000 per year. 

I have enclosed, in support of these arguments, letter from several 
members discussing some of these problems. You will find these letters 
interesting and pertinent. I will not take your time with them now, but 
hereby request the clerk of this committee to include them in the 
transcript. 

Clearly, there is a need for the Renegotiation Act. But, do not per- 
mit the act to be discriminatory against small businessmen and the free 
enterprise people in our society such as manufacturers' agents. 

I would like to repeat a statment made by Hon. Goodwin Chase, 
chairman of the Renegotiation Board as quoted in the Washington 
Post of March 23, 1977. Mr. Chase expressed concern about the historic 
Board focus on recovering excess profit "generally in minimal dollar 
amounts from small defense contractors." ''After many years of delay," 
he said, "they find themselves obliged to meet extensive legal, account- 
ing and consulting expenses which in many instances jeopardize their 
continued existence or solvency." 

Chase said he will seek "expeditious processing" of cases involving 
small contractors to "lessen or eliminate this inequity." 

Gentlemen, I maintain that the change in H.K. 4082 which we have 
recommended will eliminate these inequites for over 7,000 manufac- 
tuers' agents. 

I would like to make one additional comment regarding the paper- 
work aspect of the Renegotiation Act. We have suggested to the Fed- 
eral Paper Work Commission that even if the amendment we have rec- 
ommended here today is adapted, that the Renegotiation Board, either 
through legislation or through their own regulation, establish a "pre- 
liminary" filing form. This "preliminary" form could be utilized by all 
organizations subject to renegotiation and upon the screening thereof, 
the Renegotiation Board could then ask for the detailed information 
required m their standard form RB 1 and 1 A from those organizations 
suspected of having excess profits. This would eliminate a tremendous 
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amoiint of cost to the Grovemment and to industry. This will also per- 
mit the screening of far more reports, thereby increasing the effective- 
ness of the Renegotiation Board. 

Thank you very kindly for your attention and permitting me to 
come here today to testify. 

[The attachments referred to by Mr. Honig in his statement : "Anal- 
ysis of Annual Reports of the Renegotiation Board"; and letters from 
members of the associations discussing some of the problems re that the 
proposed H.R. 4082 be amended to increase the minimum amount of 
commission to exempt manufacturer's agents from the requirement to 
file with the Renegotiation Board to $300,000 per year, follows :] 

ANALYSIS OF ANNUAL REPORTS OF THE RENEGOTIATION BOARD 

Number of 
Total manufacturers' 
manufacturers' representatives 
representatives with excess Amount of excess 

Year screened profits & profits recovered 

1975 160 

1974 242 • I $90,000 

1973 216 

1972 403 »2 110,000 

Total r021 3 200,000 

1 This is the number of manufacturers' representatives with renegotiaUe sales under $300,000 as would have been 
affected had the proposed amendment been in effect 

* Piper Industries. 

* George LaBarre and Lawrence Jaros. 

QuadRef Inc., 
Manufactubeb's Representaiivb, 
Surmyvale, Calif., August 23, 1976, 
Mr. DANn&L Allen Honio, 

Federal Bar Building West, 1819 H mreet NW., 
Washington, D.C. 

Deab Mb. Honig : You recently requested that any ERA members who had "ex- 
perience" with the Renegotiation Act of 1951 send you copies of their filings and 
the correspondence. I have not actually filed yet, but my accountant and one of 
the administrators in Washington are almost on a first-name basis telephonically. 
We have been trying for four or five years now to avoid filing for two basic 
reasons ; first, it has never been totally clear to either my attorneys or CPA firm 
that a commissioned representative actually was required to file under the law. 
After some number of phoned threats from Washington, we gave up on that ap- 
proach and arrived at the second reason, we simply don't have access to the in- 
formation they require. Only the manufacturers we represent can tell us what 
portion of their sales in our territory are subject to renegotiation. Trying to 
get that Information is a whole new barrel of snakes. 

First, most of the principals consider the whole thing a basic waste of time 
and at best, make an educated guess at what percentage of their sales are sub- 
ject to the Act. Do I then assume this national percentage applies to my territory? 
Each of my principals is on a different fiscal year and also my company ; when 
the board asks for 1974 figures, which ones would I give if I had them? 

I have been asked to report for 1972, 73 and 74. We wrote to all of our prin- 
cipals in May of this year asking for the information. To date one of them has 
furnished it accurately, one phoned a guess at a percentage, and the rest have 
not responded. The manufacturers that I have talked to vary in what percent- 
age of their sales are renegotiable from 6% to 17%. A reasonable average seems 
to be 10% and if I apply that to QuadRep's total commissions, I am well over 
$100,000.00 per year subject to the Act. With that in mind, I sure agree with 
you— $250,000.00 minimum for ERA members. 
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I have not kept track of specific expenses related to this Act, but I am sure' it 
is at least a couple thousand dollars and growing. Anything you can do to rid us 
of this bureaucratic nonsense would be greatly appreciated. The losses, if any, 
through a renegotiation, are borne by the manufacturer, not the rep. Excess prof- 
its charges are levied against the party who made them. The approximate five 
percent of their profits that the rep might have acquired is almost insignificant 
and since commissions would show up as an expense on the manufacturers P & L 
statement, they wouldn't be a part of the excess profit. It's very doubtful if the 
commission would be reduced by virtue of the principal making an after-the- 
fact lesser profit due to renegotiation. This is abundantly true in the electronics 
industry and in particular to ERA members. To my knowledge we don't handle 
any of the multi-million dollar deals in construction and equipment that have 
been subject to excess profits. 

Keep up the good work ! 
Sincerely, 

William B. Mackin, 

PreHdetU. 



Hansen Associates, 
Ridgewood, NJ., June 7, 1976, 
Mr. Dan A. Honio, 
Federal Bar Building West, 
Washington, D.C, 

Deab Dan : I am very much in favor of $250,000 minimum for a Manufacturer 
Representative. I sold to Singer Kearfott on a government contract an order for 
over $100,000 one year and about $150,000 the next year and had to go through 
all the paraphernalia of filling out the forms and spending two to three days going 
over the books and indicating what is renegotiable and what is not to get the 
total numbers required. After doing all of this I indicated that we worked hard 
on the order, we had a file an inch and a half thick of correspondance, engineer- 
ing changes, and details concerning the order and then after delivery of the 
order, I had many hours of service to maintain this product and keep it going. 
All of this for a 7% commission. Because of this they have taken me off their 
list and I have not had to send in to the Renegotiation Board lately. 

Good Luck! 

Best regards, 

Abt Hansen. 



Halbab Associates, Inc., 
Lo8 Angeles, Calif., August 17, 1976, 
Mr. Ray Hall, 
ERA National Office, 
Chicago, 111 

Deab Ray : I seem to remember that you ask that I send you a note condensing 
my remarks to the -Senate Select Conmiittee on Small Business regarding the 
Renegotiation Act. I told them that the original purpose of the 1951 Act was 
to stop influence peddling. I suggested that the modem-day rep does not fit 
this description and as a matter of fact is an extension of the companies they 
r^resent while maintaining his identity as an independent small business man. 
Many of the salesmen that representatives hire are sales engineers or college 
graduates in business administration. According to the National £>RA Finandal 
Survey, reps make about 7% profit on gross commissions. 

I then went on to say that as small business men the law and the low filing 
limit is unju^ to us because : 

(1) We don't have access to the basic data from which to draw the inf6nna- 
tion to file. Our principals have the customer's purchase orders and this is nor- 
mally where the information is found. It is not always available to us. 

(2) It's costly to prepare. The be^ estimates from r^;>s I have talked to is 
that it takes about one man month per year to collect and report to the R^iego- 
tiation Board. On top of this accountants seem to charge apiHroximately $200.00 
to help us fill the forms out. 

(8) It forces representatives to report at a much lower sales level than a 
manufacturer. 
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I then coxnmesited thalt the law is irrational because : 

(1) The 7 percent average profit leaves very little for the government to 
recover. 

(2) From reps I have talked to I know of no instance where anything has 
ever been taken back. 

(3) The potential for gain for the government even at the $50,000 lev^ is 
very small compared to the effort and cost expended by small reps and the gov- 
ernment. 

I then concluded my remarks by saying that I could see that no useful pur- 
pose was being served by the whole process. The government was collecting in- 
formation and noit gaining anything from it. The reps were giving the information 
and getting mad and the accountants were getting rich. We requested that they 
remove us from the provisions of the Act altogether or at least make us even 
with manufacturers. That is, we don't report imtil our commission incon\<B is at 
least $1,000,000. 

They asked us to have Dan Honig prepare an amendment to the Renegotia- 
tion Act now being reconsidered in Congress. I hope he has done this by now and 
I would like to receive a copy of it. Beyond this, BRA National is going to pre- 
pare a positiim paper so that all reps could start a letter writing campaign to 
their Senators and Representatives supporting our ];)osition. 

Ray, this whole concept of our trade association being able to speak directly 
to our government and getting action as a result of it is very exciting. If, through 
our efforts, we really get some relief under the Renegotiation Act, our trade as- 
sociation will have taken a giant step forward in stature. 
Regards, 

Habbison Frank. 

Mr. MiNiSH. Thank you very much, Mr. Honig. 

Mr. Rousselot? 

Mr. Rousselot. Thank you, Mr. Chairman. 

Mr. Honig, you mentioned your organization represents approxi- 
mately 7,000 independent sales representa/tives. I notice your initials, 
the ERA. 

Mr. Honig. We had those initials long before they became popular 
with other organizations. 

Mr. Rousselot. Are you concerned, as I think you have indicated in 
your testimony, about the problem of definition of product line? Now, 
do you think we should leave that to the bureaucracy to defijie, or do 
you think there should be some definition in the legislation so that it 
is clear and it doesn't become fouled up in bureaucratic language? 

As you know, there is a different definition at the FTC, the General 
Accounting Office, the SEC, the Cost Accounting Standards Board 
and there is an interagency now working on a definition. And on the 
basis of previous experience of leaving to bureaucracy to write it, I 
get a little concerned. Do you ? 

Mr. Honig. Yes. 

Mr. Rousselot. Do you have a definition for us ? 

Mr. Honig. I have not addressed this problem, and I think that 
the concern that we have relates to a definition that is clear, and that's 
the definition of a subcontractor. I think the subcontractor is clearly 
definable, and I think the subcontractor is being put in a situation 
which is not even equivalent to the principal contractor. He is being 
segregated and discriminated against and told that if he has business 
in excess of $25,000, he has to file— or $50,000, as proposed; whereas 
the prime contractor doesn't have to file unless he has 2 million dollars' 
worth of renegotiable contracts. 

That definition is clear, and I think that the definition of a subcon- 
tractor—I was speaking with a gentleman regarding minority enter- 
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prises. Many of the minority enterprises in our country are ending 
up as subcontractors in the Government contracts area. And these 
minority contractors and small contractors who end up in that sub- 
contract area, the subcontract being the article the big manufacturer 
does not want to bundle or specialized expertise. 

That organization is least capable to file. He has the least amount 
of money to spend filing and the least capability to hire. You n^d 
lawyers to understand how to fill out this form. 

Mr. EoussELOT. Which form, now ? 

Mr. HoNio. This is the RB form 1 the Renegotiation Board filing 
form. 

Mr. RoussELOT. Mr. Chainnan, I ask that it be made part of the 
record at this point. 

Mr. MiNiSH. Without objection. 

[The RB form 1 of the Renegotiation Board : "Standard Form of 
Contractor's Report for Renegotiation" follows :] 
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SeCTKM II 
MCTHOOS 

useo 



We attach • full dMcrlpUoa of th« ■« 
m. Sagracatiac aalaa, iacladliic lh« 
h. Allocatlai coat of gooda aold aod 
c. Allocating total aaaota and not worth. 



■•tfaod of dotonaining tho anooat of any asoaptioa takan. 



secnoN III 

ANNUAL AND 
iUIPIT mPOBTS 



We attach a copy of our annual report and an audit report by an indopendaat accoontant fdr thia 
fiacal year. 



SECTION IV 

ACCOUNTING 

MCTHOO 



We employed the atelhod of accounting, checked below: 

CASH ACCRUAL COMPLCTCO CONTNACT 

n n n 



a. Federal Incoaie Tax Retnia 

b. Thia report 
Onr taxable year la the aame aa the period 
covered by thia report: 



JZL: 



SECTION V 
RCCeiPTS OR 
ACCRUALS 



All I I leaa than all [_] none [_J of oar leceipta or acraala daring the flacal year were 
under contrecta aubject to Coat Accounting Standarda Board rulea and regalationa (Public Law 
91-379, 50 U.S.C. App. 2168 e( ee«.). 



SECTION VI 

CONSOLIDATED 

CROUP 



We were □ 
flacal year. 



e not Q] membera of a conaolidated group for reneflotiatien in our prior 



SECTION VII 

ORGANIZATION 

CHANGES 



There were Q] were not Q] changea in the form or contiel of oor orgaaiaation daring o 
after thia flacal year. 



, and have excluded 



SECTION VIII 
EXEMPTION OF 
COMMERCIAL 
ARTICLES OR 
SERVICES 



1. We have aelf applied the exemption in Ihe aawunt of $ 

that amount, and related coata, from renegotiable flgnrea in Section I of thia report. All exei 
aalea were in conformity with SecUon 106 (e) (4) (B) (ii) of the Act. 



2. The Board haa granted our application for exemption of $ and we hai 

excluded that amount, and related coata, from renegotiable flgnres in Section 1 of ihlB report. 

I I Except for any amounta abown in Itema 1 and 2 above, the exemptioo ia hereby waived. 



SECTION IX 
CONTROL 



There were Q^ were not Q3 peraona under control of, or controlling, or under c 
control with ua daring the flacal year of thia report. 



SECTION X 

INTERCOMPANT 

TRANSACTIONS 



There were Q] 



e not 03 intercompany tranaactiooa affecting renegotiable buaineaa. 



BUSINESS 
STATUS 



1. Aa of the laat day of the fiacal year we were [^ were not [^ a email buaineaa c 
Section 121. 3-S and/or 121.3-12 of the Small Baaineaa Adminiatration RegnlaUona. 



1 aa deflned in 



2. Approximately _ 



percent of our aubcontracting coata during the fiacal year wa« to amall 



aa defined in Section 121.3-12 of the Small Buaineaa AdminiaUation RegulaUona. 



SECTION XII . PRODUCTS SOLO OR SERVICES RENDERED 
DURING THIS FISCAL YEAR 



RENECOTIABLC 



TV^E OP ACTIVITY fCai 



CERTIFICATION 



The underalgned cerUflea, under the criminal paaaltlea provided in Sec. 105(eXl) of the Renegotlatloa Act of t9Sl, and 
tE U.S.C. 1001, that he ia euthorUed to aivi <hia report on behalf of the contractor and that the representations contained in 
*ts report are true and correct to the beat of hia knowledge and beUef. 





Coa«>fefe II pmrlMrmhip/propritonlUp 


STATE or INCORPONA- 
TION 


OATC INCOR- 
PORATED 


EXACT NAME OP CONTRACTOR 


DATE BUSINESS ESTAELISMEO 


OPFICEtL** 

usishs: 


TVPCO OR RRINTKO NAME AND TITLE 


SIGNATURE 


DATE SIONEO 



RE PORM < BACK IRSV. <-7«l 
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Mr. KoussELOT. How many forms are there to fill out ? 

Mr. HoNiG. Well, it is a form that has a number of pages. 

Mr. RoussELOT. Is that the only form you fill out ? 

Mr. HoNiG. I believe so. RB-1 and RB-IA are the two forms. 

Mr. RoussELOT. Now, in that form is there any discussion about the 
definition of product line ? 

Mr. HoNiG. Not to my knowledge. I have not addressed the product 
line question you asked. 

Mr. RoussELOT. Well, you know it is in this legislation ? 

Mr. HoNiG. Yes, sir, and our concern is, we are not the manu- 
facturers. 

Mr. RoussELOT. But you sell it. 

Mr. HoNiG. We are never owning a product. My clients never own 
the product. All they are is receiving a commission. They are intro- 
ducmg the buyer and the seller. They are never involved in the con- 
tract forum. The only place they may be involved is in the covenant 
against contingent fees in the Government contract form and, the 
General Accounting Office and the Comptroller General have deter- 
mined that the manufacturer's agents be considered as employees for 
the purpose of this transaction. 

Mr. RoussELOT. Mr. Honig, since excess profits is one of the big 
issues, as you know, what do you consider an excessive profit represent- 
ing a salesman — 10 percent? 

Mr. HoNiG. As far as the salesman is concerned 

Mr. RoussELOT. He doesn't care. He gets his commission. 

Mr. HoNiG. I have to defend what commission percent is he entitled 
to, and that really becomes 

Mr. RoussELOT. But you salesmen have to defend end-product, so 
obviously you have to defend if there is a profit made. Now, what 
is an excessive profit? 

Mr. HoNiG. An excessive profit — I would concur with the learned 
Congressman who preceded me and agree that an excessive profit is 
that profit that is beyond what private industry would allow in the 
purchase of a similar product. 

Mr. RoussELOT. Do you mean in the marketplace ? 

Mr. Honig. Yes. 

Mr. RoussELOT. Do you take an average or a medium excessive 
profit? 

Mr. Honig. I have not studied that problem. 

Mr. RoussELOT. Well, it is very important to your salesmen. 

Mr. Honig. Let me go into that. What the market will stand — what's 
the value of the price of a house ? All of us have owned houses and we 
all live in houses that have increased in value beyond our wildest 
dreams. And when we sell our house, have we made an excessive profit, 
if we sell it at market ? 

Mr. RoussELOT. Would you like to subject that to Federal Govern- 
ment determination ? 

Mr. MiNisii. The time of the gentleman has expired. 

Mr. Allen? 

Mr. Allen. I have no questions. 

Mr. MiNiSH. Mr. Steers. 
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Mr. Steers. Mr. Honig, I was quite surprised to hear you state that 
we need a Renegotiation Board, and I want to make a comparison 
between those who are subject to renegotiation and your own sales- 
men. Do you think it would be appropriate for the commissioned 
salesmen to be approached, not by the Government, but by, say, the 
manufacturer whom your manufacturing representative represents? 
And suppose the manufacturer said, well, we never thought you were 
going to be able to sell so much of it and you are makmg a darned 
good thing out of this; and don't you think we ought to cut the com- 
mission that we agreed to pay you ? 

In short, do vou think it is right for the f anuf acturer to propose 
renegotiation oi your members' fees ? 

Mr. Honig. Mr. Steers, it happens all the time. 

Mr. Steers. And you are for it ? 

Mr. HoNiG. I am not for it. 

Mr. Steers. Well, then, why are you for renegotiation ? 

Mr. Honig. In all of these contractual relationships which are in 
writing, there is generally a catchall statement that says all commis- 
sions are subject to negotiation prior to the acceptance of the order 
by the manufacturer. 

Mr. Steers. Well, about after the acceptance ? 

Mr. HoNiG. If they don't pay the full commission, or the appro- 
priate commission, after the acceptance of the order, I normally get 
a phone call and we file suit. 

Mr. Steers. In other words, you would not favor renegotiation after 
the fact. That is why I really am probing as to why you think it's 
proper for the Grovemment to come in and renegotiate after it has 
agreed to pay a certain price, subject to all of the audit controls and 
the purchase controls and the procurement regulations and all the 
rest of it. 

Mr. HoNiG. The reason is, because I have had the opportimity to 
review the last 4 years' reports of the Renegotiation Board. In that 
review, I have found substantial evidence that there are those people 
who have contracted with the Government in a unique situation that 
have indeed taken excessive advantage. When you look at the numbers, 
you discover that the Government rightfully has the right and the 
protection of the taxpayer and the protection of its own integrity to 
go after these unusual circumstances and renegotiate. 

Mr. Steers. Then you think, in other words, that the original pro- 
curement under these "unusual circumstances" which you referred to 
was basically bungled by the Gx)vemment? Because otherwise, why 
are these excessive profits there ? 

Mr. HoNiG. Yes, sir. That is correct. 

Now, one of the issues — I would like to point out one particular one 
that caught my attention, and that related to the M-16 rifle. Apparently 
there was a substantial renegotiation in that particular case. And we 
needed rifles, and there was a war going on in Vietnam. And the Gov- 
ernment set out to negotiate 

Mr. Steers. Would you confine renegotiation to wartime, then ? 

Mr. HoNiG. I would confine it perhaps to wartime, but also maybe to 
unique products which are not available in competitive bids. In other 
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words, I am saying, where there is no competitive bidding whatsoever. 

Mr. Steers. 'Wny can't the Government control that by proper 
bidding practice, even though it is not competitive? Isn't it possible 
to write regulations beforehand which will assure that the Grovemment 
doesn't get subjected to a ripoff ? Why must it be done after the fact, 
in your view? 

Mr. HoNiG. In my view, there are those times when the Grovemment 
has great urgency for a product. It may be a specialized product, or 
it may be available only from one source, which may be oil, as was 
discussed here earlier today. It may be fuel, and the Government needs 
it, they need it today, they need it to fly airplanes or to run a ship, and 
they have to pay the price. 

Mr. Steers. Thank you, Mr. Honig. 

Mr. MiNiSH. Our next witness is Rear Adm. Gene R. La Rocque, 
U.S. Navy, retired, director. Center for Defense Information. 

STATEMENT OF £EA£ ADH. GENE £. LA BOCaUE, U.S. NAVT (BET.), 
DIBECTOB, CENTEB FOB DEFENSE INFOBHATION 

Admiral La Rocque. Mr. Chairman, distinguished members of the 
subcommittee, I welcome the opportunity to appear before you today 
and register my views on the proposed Renegotiation Reform Act of 
1977. 

A review of the experience of the Renegotiation Board since its 
establishment in 1951 indicates that an overhaul is long overdue. 

Despite tremendous obstacles, the Board has managed to do what 
few other Federal agencies have ever done — return a handsome net 
profit to the taxpayers from its activities. 

But the structural weaknesses built into its charter combined with 
on-again, off-again support from the Congress and the White House 
have forced it to live from hand-to-mouth, perpetually understaffed 
and under constant threat to its very survival. 

The bill before you addresses these issues. It provides for making the 
Board a more independent agency with the stability required to at- 
tract and hold a competent professional staff, and it includes technical 
improvements which will make the Board more efficient in pursuing 
the objectives of the original legislation — elimination of excess profits. 

I am greatly concerned at the size of the current military budget 
request. Even after President Carter's widely heralded "cuts", it still 
calls for an increase of $4.3 billion over last year in procurement alone, 
the only large item in the defense budget that is subject to much control 
in the coming year. 

Total procurement costs will be $32.2 billion. These are tremendous 
sums of money ; the yearly increase alone exceeds the cost of many other 
Federal programs. It would be scandalous to permit the waste of any 
substantial portion of these funds through profiteering. 

As one who spent most of his adult life in the service of our country, 
I must admit to a certain prejudice. While I am mindful of the fact 
that some famous American fortunes were made in the arms business, 
I believe there is something alien to the American spirit in the idea 
of profiting from the manufacture of war materials. If some profits 
must be allowed, we can at least insure that they are not excessive. 
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In the years since the Ren^otiation Board was established, experi- 
ence has shown clearly that the Pentagon and some contractors cannot 
be relied on to police their own activities. Their mutual interests lie 
in ever larger armaments, regardless of cost. 

Without some kind of outside check on their activities, they will pro- 
vide less and less defensive strength for our Nation for more and more 
money. 

The General Accounting Office and others have already testified on 
the merits of the specific changes contained in H.R. 4082. I would 
like to add just a few comments on the fundamental question underly- 
ing these proceedings. 

How can a free economy meet its needs for defense procurement 
without wasting precious dollars extracted from a sorely tried tax- 
payer, and without sapping the vigor of the competitive free enter- 
prise system itself? 

Ideally, all defense contracts should be let through competitive bid- 
ding, with both parties held to their contracts and all profits and losses 
absorbed by the contractors. In these circumstances, the efficient would 
earn a fair profit and the inefficient would go out of business, and no 
renegotiating would be required. 

Unfortunately, this is not the case. More than half of all defense 
contracts are now awarded without truly competitive bidding. 

Contractors who appear to be losing money may submit claims to 
avoid taking the losses, and, in a variety of ways, all the risks of ordi- 
nary consumer-market businesses are avoided. 

As some conservative columnist pointed out at the time of the Lock- 
heed bail-out, the idea of rescuing from bankruptcy a company which 
has been mismanaged strikes a vital blow at the basic principle on 
which the free enterprise system is built. 

In some instances, the complexity of modem weapons technology 
makes it impossible to use the competitive bidding system. 

But, in my opinion, there are still a great many procurement con- 
tracts that could be awarded through bidding that are not. A greater 
recource to this free market approach would, I am sure, save the Gov- 
ernment money and cut down on the workload of the Renegotiation 
Board. 

Under present conditions, which allow contractors to operate without 
any real possibility of loss, it is vitally necessary that we have a Rene- 
gotiation Board to see to it that the Government is also insured against 
unnecessary losses. 

Mr. Chairman, since I prepared that statement, I have had a couple 
of additional thoughts about the future of the Renegotiation Board 
which I would like to introduce at this point. 

It seems to me that while the major provisions of the bill under c<mi- 
si deration represent vitally needed improvements over the existing 
law, they may still not go far enough in insuring that a significant frac- 
tion of the defense procurement dollar is not lost to excessive profits. 

Testimony from both critics and supporters of the Board seem agreed 
on one fact : The largest contractors and the biggest contracts have been 
little affected by the actions of the Board. It is the small firms which 
account for most of the recovered funds. 

As has been pointed out, part of the explanation is the defects in 
the law arid its weak administration. 
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But, I believe, even with the proposed change there may still be 
a tendency for the least important of the profiteers to receive the most 
attention. I see no easy way out of this. Large companies have the 
financial and legal resources to keep one step ahead of the regulators 
and avoid — and in some instances, even ignore — ^the law. 

Without pretending to expertise in this very complicated subject, 
let me venture a few tentative ideas that may be useful to you in your 
further deliberations. 

Perhaps the efforts of the Board could be more heavily concentrated 
where the money is. A third of all the defense contracts in 1974 went to 
10 firms. Two-thirds went to the top 100. If the Board took a "from 
the top down" approach and widened its objective to include the pre- 
vention of excessive profits, it might provide far greater real savings to 
the Government. 

This would require that the Board devote a substantial staff effort 
to monitoring and analyzing and auditing the very largest contractors. 
At a minimum, a report showing profits of the largest firms contract- 
ing with each of the three armed services by component and by firm 
would provide comparative information whose publication itself would 
be a powerful inhibitor of defense profiteering. 

Some of those who wish to dissolve the Board claim that the "risks 
and uncertainties" in defense business prevent accurate estimates of 
future costs. 

If this is so, the publication of comparative information would at 
least reveal which of the services — that is, the military services — and 
the contractors are doing the best job of estimating costs and thus 
providing the Government with procurement items at the agreed price 
at a reasonable profit. 

The claim that uncertainty justifies exorbitant profits will not stand 
up. Contractors who maintain the extreme risk in defense contracting 
makes it necessary to provide them with compensation if they under- 
estimate their costs and high profits if they overestimate them are 
really saying that private profitmaking firms have no special com- 
petence in manufacturing defense goods. They want to socialize the 
risks and privatize the profits. 

In closing, I would like to make one rather bold suggestion. It seems 
to me that the Defense Contract Audit Agency with its core of some 
8,000 auditors of high competence may, by the fact of its being an in- 
strument of the same Department of Defense which lets the contracts 
in the first place, be somewhat restrained in its work. 

Admiral Rickover has susrgested that the Renegotiation Board make 
much greater use of the DCAA's audits. This would indeed be an im- 
portant positive step. 

But I am not convinced that any organization. Government — ^in- 
cluding the military services — or private, can be entrusted entirely to 
regulate itself in the public interest. 

Three thousand is an awful lot of auditors, and this particular group 
is well versed in Defense Department jarnron and acronvms and know 
how to dissemble. It is possible that this band of dedicated profes- 
sionals miffht be able to do a much more effective job if they were 
transferred out from under the administration of the Secretary of 
Defense. 
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I submit for your consideration the suggestion that the assignment 
of the 3,000 Department of Defense auditors — or a portion of them — 
to a new, aggressive, effective Renegotiation Board could help hold 
military spending to a reasonable level. 

That ends my comments, Mr. Chairman. 

Mr. MiNiSH. Thank you, Admiral, for a very excellent statement. 

Mr. Mattox ? 

Mr. Mattox. Admiral, I am pleased to hear your testimony. And I 
want to direct my question — you have probably heard the testimony 
that the Renegotiation Board is considerably behind in its activities, 
and great portion of that problem resolves around the number of audits 
that are taking place, particularly with the small firms. 

There are some of us that think that they are spending too much time 
with the small firms, chasing the crumbs wlien they ought to be chasing 
the loaves of bread that are being stolen. And I am just wondering, 
how do you feel about this limit ? It has been at $1 million ; in the pres- 
ent bill, it is at $2 million. We have had a witness suggest it to be raised 
to between $5 million and $15 million. Could you give us some idea of 
what your thoughts are about this? This would — if we put in $5 mil- 
lion, tnat would exempt about 50 percent of all filings. What are your 
thoughts about that ? 

Admiral La RocxiUE. Mr. Congressman, I think I would approach 
it from the other direction and provide advice and counsel and perhaps 
direction to the Renegotiation Board to concentrate on the top 10 or 
the top 100 military contractors. 

I happened to be riding on a plane here some months ago, and I met 
a top official from Tenneco, and they have Newport News shipbuild- 
ing. And he says, we have had it up to our neck with your fellow, 
Rickover, and we simply aren't going to do any more business, build 
any more ships for you. 

Mr. Mattox. I would like to see that. 

Admiral La Rocque. They put the squeeze on us that way, by saying 
they are not going to do it and holding off until we come up and meet 
their price, l^ause there are only a couple of shipyards in the coun- 
try that make nuclear-powered ships. So that what would be of inter- 
est, I think, would be to find out how much profit Newport News makes 
on building ships versus the profit thnt Electric Boats makes build- 
ing ships, and that way the Navy would be apprised of which was the 
better contractor to deal with. And it would have a self -limiting effect 
between the two companies. 

Mr. Mattox. Well, I don't think anybody disagrees with what you 
are saying, but the simple problem we have is that I have been in- 
volved with law enforcement, and I have always found it is easier to 
chase a kid with long hair that has marihuana or something like that 
because you know if you chase enough of them you are going to find 
some, rather than chasing the bankrobber. The bankrobber is danger- 
ous, and it is a little harder to do. 

And the situation here is that the Board doesn't want to chase the big 
people because they get knots on their head everytime they try to, 
rather than chasing the little fellow. 

And so what I am suggesting perhaps is, it would be better for us 
to just knock out the little people and say don't chase them anyr 
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just chase the big people. If we can get them to concentrate on the top 
100, it seems to me it would be a whole lot better process, but they 
just will not do that or they have not done it in the past. 

Admiral La Rocque. Well, then, you are talking about a ceiling con- 
siderably higher than the $2 million that now is in the bill. After all, 
it costs $200 million to build one submarine today. 

Mr. Mattox. I am well aware of the costs. That is the reason I asked 
you, what do you think about the limit that we are talking about. If 
we are talking about $2 million, should we raise it to $5 million, $10 
million, $15 million ? 

Give me a figure, if you have one. 

Admiral La Rocque. I would think somewhere near $100 million 
would be a good ceiling. This would tend to force the Renegotiation 
Board to go after the big companies which do most of the business. 

Mr. Mattox. Well, you know that if you are working: under $100 
million, too, there is a lot of money there. I am a little concerned 
about $100 million. That is a pretty high 

Admiral La Rocxjue. You can always go back down again with 
legislation in a couple of years. The purpose of the floor, of course, 
is to get them out and to get the bank robbers. 

Mr. Mattox. I agree. But I will tell you, I would much rather fight 
the big guys than fight all the little ones when you try to go back 
down. It would be very difficult. 

Let me ask you just one further question, on the product line provi- 
sion that we're talking about. I know it is easy to do that in Newport 
News and I am a little concerned about whether that product line 
factor should apply and how far down the spectrum of business size 
or business production that ought to apply. Do you have any thoughts 
about that? 

Admiral La Rocque. Yes, sir. I think you have to deal with some 
specific areas in order to have some comparability. But there are a lot 
of specific areas — take the Navy alone. We go out to various con- 
tractors to buv aircraft, and it would be very useful to know the com- 
parative profits between General Dynamics, General Electric, many 
of the other big aircraft producers, because they have this information 
available. They know exactly how much profit they are making on 
these contracts. 

Mr. Mattox. I am well aware of that. 

Admiral La Rocque. I was talking with a top official in General 
Electric, and he said, we need to make more money on our militarv 
contracts, and this was specifically related to the B-1 engine, he said, 
because that is a core contract with us ; that allows us to sell toasters 
cheaper. 

Mr. Mattox. I have seen some of the accounting procedures and it 
just amazes me. It really does. 
I apnreciate your testimony. Thank you. 
Mr. MiNTSH. Mr. Grassley? 

Mr. Grassley. On page 2 of your te^stimony you said, if I am right, 
"if some profits must be allowed." You don't mean to emphasize that 
"if some profits be allowed" ? Surely there has to be profits allowed. 
If there aren't nrofits, there aren't fyoing to be any taxes. 

Admiral La Rocqtte. Well, I would remind you that, at one time, 
the Navy built all of its own ships, on a nonprofit basis, and it has 
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only been in the last 80 or 40 years that we pave up our ropewalk, 
where we made our own rope in Boston, and our own paint factories. 
At one time, we made our own aii*planes. 

What I am saying is we have come a lonp way from where we, as 
patriotic Americans, built tlie machines of war to defend ourselves, 
to the point wliere now we have buih it into our profit system — or even 
at the point where we are today, to iiy to restrain excessive profits. 

Mr. Grassley. Well, you say "we have come a lonp way," I hope we 
have improved. Because we have come 200 yeare with the Postal Service 
and seen how far that, has gotten out of shape because the Federal 
Grovemment has l)een nmning it. If you aiv going to have the Federal 
Government producing all the implements of war, I \vould hate to 
think of what sort of mess we are going to l)e in if we can't even run 
the Postal Service. 

Admiral La Roc^que. Well T don't think the Postal Service and the 
U.S. Navy ai-e in any way analogous. The U.S. Navy needs various 
weapons to fight a war with and to defend this country. If the Navy 
itself wei-e the sole builder of its ships, they would build what they 
thought was nex»ssary. 

Now what I have seen, from 7 years in the Pentagon, is that busi- 
nessmen come in. They have a product to sell, and they persuade us to 
buy a weajwns system that perhaps is a very marginal improvement, 
but it is going to make a profit for that company. And since I am just 
an individual in the Pentagon, I might give it my blessing bex^ause it 
doesn't come out of my hide, it comes out of the tax])ayers hide, in the 
long run. 

So that when you introduce this profit motive — and I think it is a 
healthy thing in free enterprise — we have to have some constraints on 
it, thoufifh, such as we are addressing here today. 

Mr. Grc\ssley. Well that is why we have those 26 steps in the pro- 
curement process in the Defense Department in the first instance, to see 
that the taxpayers are Ix^nefiting and that their interests are taken into 
consideration, to see that there isn't any excess profits in the first in- 
stance. 

Admiral La Rm^QUE. Well there are many weapons systems and 
many new gadgets that get sold to the strategic planners, of which I 
was one in the Pentagon and not a contracting officer. And once we say 
we want that weapons system, it is left, up to the contract personnel to 
go ahead and negotiate the best contract they can get. 

We may very well decide ahead of time that we want this particu- 
lar electronics system from this company, and it is the only one we 
really like, so our negotiators then — our contract people go ahead and 
negotiate that contract. 

Mr. Grassley. Well you really think the best sort of implement of 
war-building in this country, then, is to have the Government actually 
do it? That is what you are really pushing for, in a sense, by saying 
that if we have to have some profit, you would prefer we not have that 
sort of a system ? 

Admiral La Roc^jue. No, not at all. I think that the profit system is 
the system that has made this coimtry great, the free enterprise system. 
But I am just contrasting the fact that it is possible to make weapons 
without any profit at all, so therefore, it ought to be possible for us as 
a Nation to make weapons without excessive profits. 
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Mr. GiL\8SLEY. But that is a little bit of a refinement of your state- 
ment about "if" some profits must be allowed. 

I think you eventually get to a point where you have to tell us what 
are "excessive profits," and then at the same time, if you believe in the 
profit motive, say what a reasonable profit is. 

Admiral La Rocque. Well you can get at "excessive profits" very 
much like the homely example that Congressman McKinney talked 
about, on the value of the house. We can get a reasonable profit assess- 
ment when we compare what it costs Newport News, or what profits 
Newport News makes in buildinsr a nuclear submarine, and the profits 
that Electric Boat makes in building a nuclear-powered submarine in 
a macro-sense, without getting into the details of the individual prod- 
uct line. 

Mr. Grassley. Well is "8 percent" an excess profit? 

Admiral La Rooque. I would contrast it to whatever Electric Boat 
is making. Obviously in business today, 8 percent is not an excess 
profit. 

Mr. Mtntsh. No one has said that 8 percent isn't an excessive profit. 
We are stating that we present it for the record the day before yester- 
day, where the 8 percent they made is contrasted to the 2 percent that 
was presented to the subcommittee. 

Mr. Allen, you are recognized. 

Mr. Atxex. Thank you, Mr. Chairman. 

Admiral, to elaborate on a point which I thought you made and 
which I, in my fumbling way, tried to make yesterday with another 
witness, you have indicated I believe that whenever a contractor, with- 
out knowing really what his costs will be, under-esti mates his costs, 
that it is not unusual for the Federal Government to renegotiate that 
contract and pay him a price that will give him a reasonable profit. 

And yet those who are opposed to renegotiation when a contract 
results in excessive profits, feel apparently that the rules should not 
work both ways. 

Do you agree that it is a poor rule that it does not work boJbh ways? 

Admiral La Rocque. I agree ; it is a poor rule that does not work both 
wavs, Mr. Allen, and particularly in this situation. 

Mr. At j.EN. Thank you. 

Mr. MixTfin. Mr. Rous«elot, you are recosrnized for 5 minutes. 

Mr. RoussELOT. Yes, thank you, Mr. Chairman. 

Admiral, my understanding is you told us that you worked pri- 
marily in strategic planning, and the once the decision was made by the 
Joint Chiofs and others on that wea»^ons svstem, you turned it over to 
the negotiators and the contracting officers. 

Admiral La Rocque. That is not correct. 

Mr. RoussELOT. What did you do ? 

Admiral La Rocque. The Joint Chiefs of Staff, for your informa- 
ti<Mi, have nothinq: to do with approving contracts for weapons systems. 
This is a service function. 

Mr. RoussELOT. I want to repeat what I thought I said. 

Your experience was primarily in the strategic planning? You did 
tell us that? 

Admiral La Rocjque. That is correct. 

Mr. RoussELOT. And you were 7 years at the Pentagon ? 

Admiral La Rocque. That is correct. 
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Mr. RoussELOT. Once the decisions were made by the strategic plan- 
ning group, and assuming it was approved by the joint Chiefs of Staff, 
that that strategic weapons system would be purchased, or put into the 
system, or developed. It would then l)e turned over to the contracting 
or negotiating teams. Is that correct? 

Admiral La Rocque. You must leave the Joint Chiefs of Staff out of 
the picture, Mr. Congressman. Tliey do not get into the funding, money 
line. It goes througli the Service Secretaries. 

Mr. RoussELOT. I did not say they get into the funding line. 

Admiral La Rocque. You said they "approved" it. They do not 
approve it. 

Mr. RoussEixyr. Do they approve strategic weapons development ? 

Admiral La Rocque. Not as members of the Joint Chiefs of Staff, 
but as individuals of their own services. 

Mr. RoussELOT. So they are involved in approving given plans for 
strategic weaponry. I want to make it clear I understand fully tliat 
they are not involved in the negotiation for those contracts. 

You have had, as you say by your own statement, no real prime 
experience in negotiatinsr or contracting. Is that correct? 

Admiral La Rocque. That is correct. 

Mr. RoussELOT. Did you consider tliose people that were involved in 
that to basically be reliable people? Or are they improperly put upon 
by all the prying contractors in the country ? 

Admiral La Rocque. All of us in the Pentagon are under great pres- 
sure from contractors who come in to sell us a new weapon or a new 
device. 

Mr. RoussELOT. I appreciate that, and I know those pressures. We 
hear from them, too, you understand; some of tliem are our 
constituents. 

The question is: Did you find those groups of people that were in 
contracting to be generally reliable? Or do we have to go sweep them 
out ? Are they basically crooks, or what ? 

Admiral La Rocque. The contracting people are basically 
mechanics. 

Mr. RoussELOT. Are they basically reliable people? 

Admiral La Rocque. In many cases, we have 

Mr. RoussELOT. Or are only the people in strategic planning reliable? 

Admiral La Rocque. In many cases we have been done in by our 
contracting people. 

Mr. RoussELOT. Now, would you explain how you were "done in'*? 
They were allowing excessive profits ? 

Admiral La Rocque. They were allowing, in the contracts, provi- 
sions for changes wliich then permitted the contractor to come in at a 
lower bid and make a lot more money afterward. 

Mr. RoussELOT. So then the 26 basic steps which involve — I know 
you know — volumes of rules and regulations on procedure — and do 

^ou want me to read them all to you, or are you familiar with the 26 
asic steps? 
Admiral La Rocque. I am not familiar in detail, and I would be 
happy to have you read them if you want to take the time to do that. 

Mr. RoussELOT. I think it would be a helpful exercise for you to 
understand what they go through, but regardless of that, did you con- 
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sider them, that we should now go in and ask President Carter to clean 
those people out because they are allowing excessive profits? We cannot 
rely on them. 

Admiral La Eocque. We have a long history of profits. 

Mr. EoussELOT. Yes, or no? 

Admiral La Eocque. There is no "Yes" or "No" and you know that, 
sir. 

Mr. EoussELOT. Well, I am not sure, from your statement, that there 
isn't a tremendous amount of corruption and ineptitude in that area 
of contracting in which you say you have had no experience in. You 
have never bought a ship, have you ? Have you been responsible for 
buying a ship ? 

Admiral La Eocque. I have commanded many of them. 

Mr. MiNiSH. The gentleman's time has expired. 

Mr. Steers, do you have any questions ? 

Mr. Steers. Yes. 

Admiral, I want to commend you for your patience and good humor, 
and I will try not to bait you. But I would like to ask you a question 
that goes, I guess, to the very heart of the theory behind the Eenego- 
tiation Board. Aren't you fundamentally saying that the tax laws in 
the United States are inadequate? And, if you would agree to that 
statement, why don't you simply believe we should change the tax laws 
so that contractors will not reap excessive profits? 

Admiral La Eocque. I am certainly not an expert on corporate tax 
law, Mr. Steers. And the tax system is just one element of govern- 
mental control and influence over our society, including the production 
of war materials. 

I think what we have to look at is pieces of the pie. Today, as I un- 
derstand it, we are trying to look at whether or not contractors in ef- 
fect do get excessive profits, and if they do how in the world do we 
go about preventing that ? 

My basic concern is we are going to price ourselves out of the market 
for expensive weapons systems that we, as a nation, are going to need 
in the years ahead. And if we pay too much for any weapons system, 
we are not going to be able to buy the next one down the road that we 
need. 

Mr. Steers. Well let me rephrase, or reapproach the problem: 

Do you believe, then, that it is beyond mortal ability to buy things 
for the Defense Department in a way that will result in a proper pur- 
chase and not require some ex post facto action such as the Benego- 
tiation Board was designed to produce ? 

Is it really beyond human ability, even in peacetime — and inci- 
dentally I am one of those who feels we should have a Eenegotiation 
Board when we are "in a hurry" because of wartime conditions for 
national emergency conditions — is it beyond mortal ability to produce 
a system for purchase that can result in good purchases without ex- 
cessive profits? 

Admiral La Eor<juE. I rather doubt it, Mr. Steers. And the reason 
is technological developments are coming along so fast in the military 
sphere that wo feel constrained in the military to add the latest weap- 
ons system. We look at what the Soviets are doing, and other countries, 
and we sav "we must have this new piece of equipment," almost re- 
flardless of the cost. 
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I would submit to you, too, sir,, that President Carter's statements 
yesterday opened up the fii-st salvo of a renewed cold war. And it turns 
out, in peacetime, with a cold war or a hot war we spend an awful lot 
of money for the military. These are not the days when we are back to 
a peacetime economy. We ai-e now really essentially in a wartime, mili- 
tary establishment. ' 

Sir. Steers. If I have any time left, just one last question: I would 
like to identify the ^roup you rej)resent, the Center for Defense In- 
formation, and explain very briefly how it is funded and by whom, 
or by what. 

Admiral La Rocqfe. I would be very pleased to do that. 

The Center for Defense Information is a nonprofit g^up here in 
Washington, which I formed on retirement exactly 5 years ago today. 
I have a brigader ireneral as a deputy — General Gorwitz ; an Air Force 
colonel. Colonel Whitaker; and some other civilians. And we are try- 
ing to provide objective analyses on Pentagon weapons systems. Pen- 
tagon funding, and Pentagon policies. 

We provide alternative points of view, in many cases, to those views 
expressed bv the Pentagon. Our funding is entirely open. Our budget 
is about $250,000 a year. We f^et the money from foundations, individ- 
uals, and a little bit from direct mail. Our books are entirely open. We 
are unique in this respect in that we take no Government money and 
no military industry money. And I know of no other organization 
comparable to ours tliat can claim that distinction. 

Mr. Steers. One final comment : You will be glad to know, as a mili- 
tary man, that my sister has been bombarding me with literature that 
your organization puts out. 

Admiral La Rocque. Good for her. 

Mr. MiNiSH. Thank you very much, Admiral. 

Mr. Rousselot. Mr. Chairman, are you allowing any additional 
questions? 

Mr. MiNisH. Go ahead. 

Mr. Rousselot. I was interested in your comment, Admiral, about 
the $100 million thresliold level. And you think that would force the 
Board, assuming that it is reconstituted — ^because as you know it has 
expired — ^that they would concentrate, then, on all contracts of $100 
million or above ? 

Admiral La Rocqxte. The figure of $100 million is very arbitrary, 
and it was designed more as an idea, to force them to look at the top 
contractors. 

Mr. RoussFJxyr. You mentioned the "top 10." Do you think they are 
not getting proper scrutiny right now ? 

Admiral La Rocque. Well, all of the evidence I have read from the 
GAO reports and other testimony 

Mr. Rousselot. Isn't General Motors one of those? 

Admiral La Rocque. I don't know. 

Mr. Rou88Ei/>T. Maybe it's not $100 million, but they do a lot of 
Defense business. 

Admiral La Rocque. They make tanks. 

Mr. Rousselot. Where does Mr. Mott get his money? Is Mr. Mott 
one of your group ? 

Admiral La Rocque. No, Mr. Mott is not of my group. 

Mr. Rousselot. Has Mr. Mott contributed ? 
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Admiral La Rocque. Mr. M ott is a very small contributor in the last 
couT>le of years. 

Mr. RoussELOT. He gets most of his income from General Motors? 

Admiral La Rocoue. I think he gets almost all of his income from 
General Motors stock. 

Mr. RoussELOT. Is there a possible conflict of interest there? I 
guess not. 

Admiral La Rocque. I think a recipient of stock dividends can spend 
it just about anv wav he wants, with no conflict. 

Mr. MiNiSH. Thank you very much. Admiral. 

We are extremely pleased to have, as our next witness. Admiral 
Hvman Rickover. One witness testified yesterday to the effect that, 
although Admiral Rickover is expert in nuclear-powered submarines, 
he is not qualified to speak on Defense procurement matters such as 
renegotiation. 

I strongly disagree. We are all aware of the Admiral's many con- 
tributions in more than one-half century of service to our Nation. He is 
widely known as the father of the nuclear-powered Navy — our Nation's 
principal deterrent against nuclear attack. 

All Americans owe him a debt of gratitude for his foresight and 
untiring efforts in this critical area. In the course of this work, for 
more than a quarter of a century. Admiral Rickover has probably been 
involved in more contracts and dealt with more companies than most 
of the people who pass themselves as Government procurement 
"experts." 

Admiral Rickover has been an outspoken promoter of efficiency and 
economy in srovemment. It was Admiral Rickover's testimony, for ex- 
ample, that first hiflrhlighted the need for cost -accounting standards in 
the Defense contracting industry. 

Inspired by the Admiral's testimonv, a member of this subcom- 
mittee — the gentleman from Texas. Mr. Gonzalez, introduced and 
pushed through legislation to establish the Cost Accounting Standards 
Board. 

We can always count on Admiral Rickover to level with us, to speak 
the trutJi as he sees it, and to give the Congress his honest opinion. 

The Nation is fortunate to have a man of the Admiral's character 
and achievements, and we are fortunate to have him here today. 

Admiral, you may proceed in your own way, sir. 

STATEMENT OF ADM. H. G. EICKOVEE, U.S. NAVY 

Admiral Rickover. Thank you, Mr. Chairman. 

I deeply appreciate the things that you said about me, many of 
which are not merited. We have one thing in common. We both come 
from working people's backgroimds, and I think that gives one a view 
of things in life which is different from that of people who either were 
bom with a silver spoon in their mouth or have acquired one since. 

I know that you had to start work at 12 to support your family, and 
I am sure that made an indelible impression on you. I had to start work 
when I was 10 to help support my family. We have that in common. 
It gives one a rather unique view of things. 

I am verv happy to see Mr. Gonzalez present. I know he was sick, 
and I am glad he has now recovered. He deserves a vote of gratitude 
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from the American people for what he has done in Congress. I deeply 
appreciate your taking tlie time to be present at tliis hearing, sir. 

I notice there are quite a few people in the back who are wearing 
what I believe are $500 suits. I believe they must be lobbjdsts. 

Mr. MiNiSH. Well, how much did your suit cost ? 

Admiral Rickover. I do not know, sir. It is an old one. I paid 
about $75 for it. It was in 1965. This is one of my newest ones. 
[Laughter.] 

I also note that my suit and my necktie are coming back into style. 
I have found that by wearing them long enough, they become stylish 
once more. I think I must be the only witness you have had in a long 
time who is wearing a $75 suit that is 12 years old. 

I have a prepared statement, and with your permission, sir, I would 
like to start reading from it. If you want to ask questions at any time, 
I would be very happy for you or any other member to interrupt me, 
sir. 

I am honored to have been a.sked to testify before this subcommittee 
on the problems of renegotiation. 

The problem of eliminating excessive profits on defense contracts is 
as old as the count ly itself. George Washington wrote this about 
Revolutionary War profiteei-s — I just want you to know this is not 
a new thing, and when people tell you it is unnecessary to have laws 
to protect the Government, they should have heard what George Wash- 
ington had to say about it. He wrote : 

The matter I allnde to is the exorbitant price exacted by merchants and 
vendors of goods for every necessary they dispose of. I am sensible that the 
trouble and risk in importing give the adventurers a right to a generous price, 
and that such, from the motives of poUcy, should be paid ; but yet I cannot con- 
ceive that they, in direct violation of every principle of generosity, of reason and 
justice, should be allowed, if it is possible to restrain 'em, to avail themselves of 
dlfScultles of the times, amd to amass fortunes upon the public ruin. 

So, you see, Mr. Chairman, you are in a long line of public-spirited 
citizens and legislators who have been faced with this same problem. 
I predict that 200 years from now there will still be contractors coming 
here and telling Congress that renegotiation is not necessary ; that cost 
accounting standards are not necessary; and that the Truth-in- 
Neogotiations Act is not necCvSsary : "Leave it to us, and we will take 
care of the country," they say. You probably hear that every day in 
Congress. 

Some defense contractors continued to amass fortunes at the public's 
expense during the War of 1812 and the Civil War. The first real 
attempt to prevent such profiteering came in 1808 during the Spanish- 
American War when Congress established a statutory price limit on 
steel which contractors were selling to the War Department at a price 
which included unconscionable profits. However, the first attempt to 
prevent defense contractor profiteering was ineffective. The steel 
makers placed an embargo on Government sales and eventually Con- 
gress, under the pressure of war, capitulated. 

The next attempt to hold profits at reasonable levels came in re- 
sponse to the general price increase that accompanied the outbreak of 
World War I. Congress attempted primarily three types of profit limi- 
tation devices: the cost-plus contract, fixing raw material prices, and 
an excess profits tax. None of these methods worked either. 
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The "Cost-plus" type contract was based on a cost-plus-percentage- 
of-cost formula ; that is, a contractor was reimbursed for his total cost,' 
plus a percentage thereof as profit. Under this system the more a con- 
tractor spent the more profit he made, thus providing a strong incen- 
tive for waste and inefficiency. The cost-plus-percentage-of-cost type 
contract is prohibited in Government procurement today. 

The fixing of raw material prices was accomplished through the 
Price Fixing Committee of the congressionally established War In- 
dustries Board. The Board attempted to set raw material prices that 
were fair to both the consumer and producer. However, the Board was 
ineffective because manufacturers, by refusing to sell at reasonable 
prices, forced the Board to peg prices at an artificially high level, 
resulting in exorbitant profits for some manufacturers. 

The Eevenue Act of 1918 imposed a war-profits tax at the rate of 
80 percent on the excess of net income over the average prewar income. 
This device also did not eliminate excess profits. For one thing, it had 
no effect on a supplier who had been making high profits before the 
war. 

Between World Wars I and II, Congress passed the Vinson- 
Trammell Act and the Merchant Marine Act in another attempt to 
restrain defense contractors from earning excessive profit. Both acts 
limited profits to a certain percent of contract prices. However, these 
attempts were also not completely successful. They curtailed incentive 
to reduce costs and did not consider such significant factors as risk 
assumed, capital investment, and production efficiency. 

In February, 1942, the Supreme Court in United States v. Bethlehem 
Steel Corporation^ ruled against the Government's claim that certain 
World War I contracts were invalid on the grounds that profits on 
them were unconscionable. The court held that "if the Executive is 
in need of additional laws by which to protect the Nation against war 
profiteering, the constitution has given to Congress, not to this Court, 
the power to make them." 

This Supreme Court ruling prompted Congress to pass the Renego- 
tiation Act of 1942 which provided for renegotiation on a contract-by- 
contract basis by the procurement officials of the departments in- 
volved. The Renegotiation Act of 1943 formally established the fiscal 
year basis of renegotiation and prescribed specific factors to be con- 
sidered in determining excessive profits. The Renegotiation Act of 1943 
lapsed after the war but in 1948, renegotiation legislation similar in 
most respects to the 1943 act. wns reinstated. 

The Renegotiation Act of 1951 created an independent airency, the 
Renegotiation Board, to administer renegotiation, and called for re- 
negotiation to be conducted on an annual, not contract-by-contract 
basis, with contractors whose total renegotiable sales were at least 
$250,000 per year. This threshold was subsequentlv raised to $1 million. 
Renegotiable sales are defined as amoimts received under contracts 
with the Government departments named in the act. 

The basic purpose of renegotiation as set forth in title I, section 101, 
of the Renegotiation Act of 1951, is to eliminate exccvssive profits from 
contracts made with the United States for the procurement of prop- 
erty, processes, and sei-vices necessary for the national defense. 
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As the act states, siiico Congress makes extensive funds available 
for such procurements, sound execution of tho national defense pro- 
gram requires the elimination of excess pi-ofits on these procurements. 
The act itself further states that this policy of eliminating excessive 
profit is in ^^e infpro«t of the Nation's general welfare as well as the 
national defense pro-am. 

The Renegotiation Act of 1951 has been extended 13 times since 
1951. Some of the deficiencies in the renegotiation process are a direct 
result of those extensions and tJie amendments which accompanied 
them. 

For example, the standard commercial article and services exemp- 
tion and the current exemption for new durable pi*oductive equip- 
ment are a result of the 1954 and 1955 extensions; the exemption for 
a standard commercial class of articles is a result of the 1956 exten- 
sion ; the transfer of Renegotiation Board cases from the Tax Court, 
to the Court of Claims was accomplished in 1971. 

Some renegotiation deficiencies stem from the original provisions 
of the act. Others are a result of the manner in which the Board has 
chosen to operate. One of the maior deficiencies in the renegotiation 
process, stemming from the original provisions of the act, has been 
its temporary nature. This makes it easier for industry lobbyists to 
slip in more loopholes as a quid pro quo for the continued existence of 
the Board. The status of the Board as a temporary agency also hamp- 
ers it in hiring competent, dedicated career government employees of 
the type needed. 

But the main reason the Renegotiation Act should be made perma- 
nent, as H.R. 4082 provides, is because the need for renegotiation is 
permanent. The history of excessive profits in defense procurement, 
inadequate price competition on defense contracts, and the inability 
or procurement safeguards to prevent excessive profits all dictate a 
permanent need for renegotiation. 

The fact that the Board has not been doing a good job is e\ndence 
that the renegotiation process must be strengthened, not that the Board 
is imnecessary. As an analogy, one would not seriously advocate 
abolishing the Defense Department, simply because it has not always 
done a good job. 

Defense contractors and their lobbyists argue that competition for 
defense business is an effective check on excessive profits; therefore, 
the renegotiation process is unnecessary. But in fact there is little 
true competition in defense work. Except for some common items 
such as food and clothing, most defense procurement is placed on a 
noncompetitive basis. Few firms can muster the financial, engineer- 
ing, and manufacturing resources to ])erform multimillion-dollar de- 
fense contracts. Defense contract requirements for special equipment 
and expertise have effectively precluded competitors from entering 
the market 

The figures bear this out. 

For example, in fiscal year 1976 defense prime contracts totaled $40.7 
billion. Only about 8 percent of this amount was awarded on a for- 
mally advertised, truly competitive basis. The renmininfir 92 percent 
were either sole source procurements or competitive-negotiated, where 
only a few firms can perform the work. 
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For the so-called competitive negotiated procurements, technical or 
engineering factors rather than price may influence the award. Work- 
load capacity or prior eiqperience may provide one firm such an ad- 
vantage that others cannot effectively compete. In these circum- 
stances, the fact that one bidder quotes a lower price than the others is 
not assurance against excessive profits. 

The general lack of effective competition in defense contracting is 
further evidenced by the high concentration of defense business in a 
few large defense contractors. For many years, over two-thirds of the 
annual defense business has gone to only 100 companies. 

Some industry groups chalfenge the need for renegotiation on the 
grounds that procurement regulations and safeguards, such as the 
Truth-in-Negotiations Act and cost accounting standards adequately 
protect the public against excessive profits. This is not so. 

The Truth in Negotiations Act requires contractors to back up their 
proposed prices with detailed cost or pricing data on noncompetitive 
contracts and subcontracts over $100,000. The law requires company 
officials to certify that the cost or pricing data they submit is current, 
complete, and accurate. The act is designed only to assure that the 
Government has access to whatever facts and figures are available to 
the contractor, so that the Government is on more equal footing with 
the contractor during negotiations. It does not jjreclude contractors 
from including contingencies and other factors in their bids which 
might ultimately result in excessive profits. Moreover, as the Defense 
Department has implemented the Truth in Negotiations Act, large 
portions of the defense procurement budget do not come within its 
purview. 

Cost accoimting standards, although essential to sound procurement, 
do not preclude excessive profits, either. 

Cost accoimting standards provide greater consistency in cost ac- 
coimting for defense contracts and establish a common basis for meas- 
uring costs and profits. However, these standards do not determine 
what prices contractors charge and, therefore, do not preclude exces- 
sive profits as some defense lobbyists would have Congress believe. 

Excessive profits are not necessarily the result of deception or 
deliberate overpricing. Unexpected changes in volume of business, un- 
anticipated technological breakthroughs in the industry, a sharp 
change in economic conditions, or honest errors can all lead to exces- 
sive profits despite compliance with all existing procurement 
regulations. 

For example, the 1975 G AO study on the causes of excessive profits 
cite a case wherein the contractor realized an actual profit rate on costs 
of 64 percent rather than the negotiated rate of 11 percent. The GAO 
concluded : 

Bven assuming we had efficient and effective price negotiations for contract 
awards, we beUeve that renegotiation of actnal profits realized is desirable to 
prevent excessive profits which result from changed conditions tliat cannot be 
anticipated at the time of contract award. 

To accept contractors' reports at face value has been another serious 
shortcoming of the renegotiation process which H.R. 4082 should help 
correct. Cost and profit figures reported by contractors are often far 
different from the actual figures determined by a Government audit 
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A 1971 GAO audit of 146 specific contracts showed profits to be 
much hip^her than the overall defense profits reported by contractors. 
The following table shows the differences : 

Contrictort GAO 

Pretax profits daimtd confirmtd 

At a percentage of costs 4.3 6.9 

Asa return on total capital 11.2 28.3 

As a return on equity capital 21. 1 56. 1 

I would like, Mr. Chairman, to relate what once occurred at the Im- 
perial Russian court. An orchestra was playing for the Czar, Czarina, 
and their guests. But a number of those in the audience kept talking to 
each other. So the conductor stopped the playing and respectfully told 
the Czar he did not want to disturb the conversations going on. 

Sir, if the lobbyists sitting back of me want to keep on talking to 
each other while I am testifying, neither do I wish to disturb their 
conversations. So I respectfully request that I be permitted to suspend 
my testimony while they are conversing. 

Mr. MiNiSH. Let's have quiet. Every witness that appeared here 
was given ample opportunity to present his views, whether it was for 
or against the legislation, and I think that the present witness is en- 
titled to that courtesy, also. 

We will have quiet in the audience. 

Admiral Rickover. Thank you, sir. 

These figures highlight the need for audit verification of contractor 
submissions. 

Renegotiation Board audits have resulted in substantial adjust- 
ments to figures reported by contractors. The Board analyzed 800 fil- 
ings processed in fiscal year 1970 by the regional board's accounting 
divisions and found that the contractors' reported profits required a 
net upward adjustment of $191 million, or 27 percent more profits 
than the contractors had originally reported. The Board found that 
expenses applicable to contractors' nonrenegotiable business were be- 
ing charged to renegotiable business ; exemptions from renegotiations 
were claimed for certain sales that were not entitled to exemption 
under the act: and costs applicable to renegotiable sales were reported 
without reporting all revenues related to such costs. 

With its limited staff, the Board cannot possibly make comprehen- 
sive audits of contractor reports. In fiscal year 1976 and the transition 
quarter alone the Renegotiation Board reviewed 8,377 contractor fil- 
ings totaling over $30 billion. Of this total, over 75 percent were 
cleared at headquarters with what could only have been superficial re- 
view. 

At one time T calculated that if the Renegotiation Board account- 
ants worked on nothins: but reviewing the contractors' cost and profit 
reports: even if they took no annual or sick leave, coffee breaks, gos- 
sip breaks, visits to the washroom, and so on, they would have to re- 
view approximately $18 million each hour. The only way they can do 
this is to accept all the figures at face value, which, as I previou.sly ex- 
plained, is inadequate. 

The requirement for auditing renegotiation filings has been opposed 
bv scMne as unnecessarv since defense contractors are under tha. ^ 
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and constant surveillance of the Defense Contract Audit Agency. They 
also have argued that audit of renegotiation filings would be too costly. 
These arguments are contradictory. 

The Defense Contract Audit Agency is knowledgeable about defense 
contractor operations and does have access to much needed informa- 
tion which would be invaluable to the renegotiation process. However, 
under the present system, the Board does not get the benefit of the 
auditor's advice, and the auditors, of course, nave no authority to 
recoup excessive profits. Since in most cases defense auditors are 
knowledgeable about contractor operations, it should not be costly to 
have them verify renegotiation filings. 

The Defense Department requires audits of contractor pricing pro- 
posals for every noncompetitive procurement in excess of $100,000. 
Why shouldn't renegotiation filings under the proposed new floor of 
$2 million or more also be audited ? 

The so-called percentage-of -completion method of accounting which 
some contractors use in estimating annual profits on long-term con- 
tracts is a good example of the almost unlimited accounting flexibility 
that can be applied in arriving at profit figures to be reported to the 
Renegotiation Board. Under this method a contractor can vary his 
profit figures simply by changing management estimates of progress, 
cost of completion, and contract revenues. Since annual profit figures 
are only estimates, contractors can shift profits from 1 year to the 
next, from a good year to a bad ; or they can offset an excessive profit 
On one contract by projecting lower profits or even losses on other un- 
completed contracts. In this way, a contractor may avoid excessive pro- 
fit determinations altogether. 

I will now give you an actual example of how profit figures on one 
large defense contract varied from year to year under percentage-of- 
completion accounting. 

[In millions] 

I II 

Contractor Annual pro ntid 
estimate of total share of the total 



contract profit estimated praflt 
(loss) at floss) reported for 
Year completion ttie year in qoestioe 



1970 110.3 $2.4 

vm S.7 1.7 

1972 .8 

1973 (3.5) 



(SA) 

w^::::::.,:::::.:.:::::::::::::::::::::::::::::::::^^^^^ i:o ^? 

Note that in 1972 and 1973 the contractor reports losses on this 
contract of $5.1 million and $4.1 million respectively for each year's 
effort (column II) — far more than he predicts he will lose in per- 
forming the entire contract (column I). 

In 1^4 he revises his estimates and predicts a $7 million total profit 
on the contract (column I) . 

Yet, to correct for previous estimates, that translates into a $10 
million reported profit on that portion of the contract performed in 
1974r— $3 million more profit for that 1 year's work than he estimates 
be will make on the entire contract. 
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Kather than deal with profit estimates, the Government can afford 
to wait for renegotiation pui-poses until contracts are completed and 
actual profits can be determined. H.R. 4082 property prohibits the use 
of percentage-of -completion accounting for renegotiation purposes. 
This will also facilitate the use of the Defense Contract Audit Agency 
to verify contractors' annual filings submitted to the Board. 

The ability of large defense contractors to escape renegotiation is 
well documented. 

The Committee on Grovemment Operations in its December 1971 
report on the efficiency and effectiveness of Renegotiation Board op^er- 
ations reported that of the 123 companies subject to renegotiation 
excess profit determinations in 1970, none appeared on the list of the 
100 largest defense contractors in 1966 ; one appeared on the list in 
1967, four in 1968, and two in 1969. 

The Greneral Accounting Office confirmed that for fiscal years 1970- 
73, 74 percent of the determinations involved contractors with total 
renegotiable sales below $5 million. 

In fiscal year 1976 and the transition quarter the Board made a 
total of 58 excess profit determinations ; 74 percent of the determina- 
tions involved contractors witli total renegotiable sales below $10 
million. 

These statistics have been cited by some lobbyists as evidence that 
smaller businesses should be exempt from renegotiation. There is no 
more justification for small businesses to make excessive profits on 
defense procurements than for large companies. To me, the statistics 
simply indicate the greater ability of large companies to escape 
renegotiation. 

One reason large corporations make out better in renegotiation than 
smaller firms is because the large companies can average all their 
various business and product lines into a single profit figure. Excessive 

Erofits in one plant or in one product line can be masked by other 
usiness. 

For example, at one time the Renegotiation Board would review 
the reasonableness of profits on shipbuilding contracts alone. Now the 
shipbuilding industry has been almost completely taken over by large 
conglomerates, and the profits from shipbuilding, aircraft, missile, 
and electronics are all melded. 

Special interest exemptions are another loophole in the Renogotia- 
tion Act that should be eliminated. As I see it, if a defense contractor 
is not making excessive pi-ofits, he should be willing to so demonstrate 
to the Renegotiation Board. H.R. 4082 would repeal certain special 
interest exemptions, namely, the standard commercial services exemp- 
tion, the standard commercial class of articles exemption, and the oil 
and gas well exemption. It calls for more stringent rules in applying 
the standard commercial article exemption, but does not repeal it. 
Instead, the bill calls for further study of the standard commercial 
article exemption and the new durable productive equipment exemp- 
tion. The committee would be wise, in my opinion, to abolish rather 
than study these exemptions. 

Another problem facing the Renegotiation Board stems from a 1971 
congressional decision to shift court jurisdictions over renegotiation 
cases from the Tax Court to the Court of Claims. 
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At the time it was unclear why defense lobbyists wanted this 
change. Now the effects are clear. In the Tax Court, the Board's 
determination of excessive profits was presumed to be correct. With 
the switch to the Court of Claims, the burden of proof has shifted 
to the Government. 

Now the way is being paved for endless litigation which may ulti- 
mately undermine the renegotiation process. I understand that 24 of 
the 25 Renegotiation Board determinations made by order in fiscal 
year 1976 have been appealed to the Court of Claims. 

What seems to be happening in the Court of Claims is one more 
indication that the judicial process, as a forum for discovering truth, 
is breaking down. In the field of Government contracts, litigation has 
become a lucrative industry for law firms and their clients. The stigma 
that once discouraged contractors from threatening customers with 
litigation is disappearing. Regardless of the merits of a case, litiga- 
tion, or the threat of litigation, may yield great returns. 

Mr. MiNiSH. Admiral, the subcommittee will have to declare a 10- 
minute recess because of a vote. 

[Brief recess.] 

Mr. MiNisH. The subcommittee will come to order. 

You may proceed, Admiral. 

Admiral Rickover. Thank you, sir. 

With increasing frequency in their legal disputes with the Grovem- 
ment, contractor attorneys tend to broaden and obfuscate issues, thus 
stretching out the judicial process and frustrating the search for the 
facts. 

Massive interrogatories and requests for depositions as well as other 
forms of legal maneuvering are commonplace when large sums are 
involved. 

Responding to these depositions and interrogatories often prevents 
the Government from preparing an effective defense and can tie up 
Government people to the point they must neglect their regular duties. 
I am disturbed that this is the direction in which the Court of Claims 
is taking the Renegotiation Board. 

The administrative and judicial processes for resolving disputes 
seems to be breaking down. It is becoming increasingly difficult, if not 
impossible, to resolve a dispute on its merits. Large corporations can 
afford to pay the high cost of topflight law firms through years of 
litigation. As time passes, a company's chances for a favorable settle- 
ment without regard to the merits improve. Moreover, the impersonal 
nature of Government and the great size of the Government's budgets 
tend to place it at a disadvantage from the outset in an administrative 
or judicial proceeding. 

It is commonly thought that the Gk)vernment has virtually unlim- 
ited financial and legal resources with which to defend itself. Actually, 
there is a drastic imbalance in legal resources which favors the large 
contractor. 

For example, one large corporation has retained five law firms to 
work on its shipbuilding claims; the Navy is fortunate to have one 
attorney working full time on a large claim. With the Government at 
such a disadvantage, the traditional adversary system of justice fails. 

A U.S. Supreme Court Justice said that the Constitution is not a 
suicide pact, and that all governments have inherent powers to protect 
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themselyes. It appears to me that the Government is at a decided dis- 
advantage in litigation with lar^ corporations. They are able and 
willing to spend large smns to wm lawsuits. Today some lawyers ad- 
here to the ''sporting theory'- of liti^tion. They seem not so much in- 
terested in justice, speedy or otherwise, as in wmning for their client. 
Instead of acting responsibly as ^^officers of the court,'- they are little 
more than "^hired guns." 

The combination of large conglomerates, law firms^ and lobbyists 
is tending to subvert our (^vernment. The legal fraternity must bear 
a large measure of blame for this state of affairs. 

In commercial litigation there are no effective safeguards against 
frivolous litigation. Large corporations and their attorneys generally 
have a direct and substantial iinancial stake in the outcome. A long, 
drawn-out contract dispute with the Grovemment, even in hopeless 
cases, may actually be to a company's advantage. It enables it to defer 
reporting a loss to its stockholders and, as explained earlier, lengthy 
litigation may also improve the contractor's chances of a favorable 
settlement without regard to legal merits. The attorneys are happy to 
pursue such cases as long as a client wishes, at a rate approaching $100 
an hour. In civil lawsuits, particularly contract litigation, the discovery 
process should be shortened, and frivolous lawsuits discouraged. 

I believe that the approach followed by the Tax Court when it had 
jurisdiction over renegotiation cases is preferable to that now being 
adopted by the Court of Claims. I urge the committee to return juris- 
diction to the Tax Court. 

I do not contend that the majority of defense contractors are profit- 
eers. But conversely, the notion put forth by some defense lobbyists 
that the thousands of defense contractors can oe relied upon to exercise 
self-restraint in their pricing of Government contracts is imrealistic. 
All you need to do is read the newspaper. Nearly every day there is an 
account of legal or financial wrongdoing by some corporation. Simi- 
larly, arguments about the average level of profits on defense contracts 
are irrelevant. If the average depth of a river is 3 feet, does it thereby 
follow that no point in the river is deeper ? 

I would think that it would be to the interest of the defense contrac- 
tors as well as to the public at large to see that firms which realize ex- 
cessive profits have to refund them. In any event, however, it is up to 
Congress to insure that the billions of tax dollars spent on national 
defense do not include excessive profits. The American taxpayer ex- 
pects and deserves proper accountability in the expenditure of public 
funds. In my opinion, H.R. 4082 will go a long way toward accomplish- 
ing this end. 

Thank you, Mr. Chairman. This is the end of my prepared statement. 

Mr. MiNiSH. Thank you, Admiral. 

I have one question : In the past 2 or 3 weeks, I have probably become 
one of the best-known men in the House of Representatives, because 
every time I turn around some Member is telling me, "Hey, what's 
this about renegotiation? I got a call from this company, and that 
company." 

Well, I'm not going to repeat what I told them, but what is your 
view of all this lobbying that is going on ? Do you have any thoughts 
on it? 

Admiral Rickover. What is my view of what, sir? 
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Mr. MiNiSH. All the lobbying that is going on with regard to this 
bill. Do you have any thoughts on it ? 

Admiral Rickover. It is very simple : Who's bread I eat, his song 
I sing. I have found that lobbyists all make basically the same speech. 
I suggest that the companies could save a lot of money by just having 
one lobbyist give the standard speech, instead of having so many 
lobbyists all giving it. 

One very well known lobbyist in Washington recently stated that 
our problems can be solved by the "energy of moral purpose." This 
seems to be in contradiction to how most lobbyists act>--they light 
one candle for Christ and one for the devil. 

That reminds me of the Emperor Vespasian who, when questioned 
by his son Titus as to why he had imposed a tax on urinals, held up 
one of the first tax coins he had just gotten and asked, "Does it 
stink ?" Titus answered, "No." Thereupon, Vespasian coined the memo- 
rable expression : "Non Redolet Pecunia" — ^Money does not sttink. 

Lobbyists are working for money. I suggest that when a lobbyist 
testifies you ask him two simple questions : 

Who do you work for? How much money do you get? Ask him 
these questions and require an answer. 

I recommend that the lobbyists' guild has emblazoned on its es- 
cutcheon three items. First, "We use the energy of moral purpose." 
Second, Non Redolet Pecunia. And the third should be, "We light 
one candle for Christ, and one for the devil." 

These are the three mottos that would truly represent their code. 

Mr. MiNiSH. You answered my question very effectively. 

Admiral Rickover. Was my answer plain, sir? 

Mr. MiNiSH. Very plain. 

Admiral Rickover. Easy to imderstand? 

Mr. MiNiSH. Very easy. 

Admiral Rickover. Thank you, sir. 

Mr. MiNiSH. Mr. Gonzalez, you are recognized for 5 minutes. 

Mr. Gonzalez. Thank you very much, Mr. Chairman. 

Of course I will say, again, what I have said on previous occasicms. 
My admiration for the admiral is very difficult to express adequately 
in words, and I am personally grateful for his kind words. But there 
is an expression in Spanish, Admiral, that even rhymes: "Don Dinero 
Poderoso Caballero." "Mr. Moneybags, a mighty powerful gentle- 
man." 

And I think it's easier to understand than the Latin. 

Admiral Rickover. Do jrou mean even the Spanish had lobbyists? 

Mr. Gonzalez. They might have had some of the best — and they 
certainly had some of the best tax systems. You know, they had what 
they called — the first sales tax that we read about anywhere in a 
government, one-fifth — la quinta — 5 percent sales tax is what it 
amounted to. And the people resisted it even then, but there wasnt 
much they could do, under that system. 

But I did very much want to ask you : You know where we are 
now, with respect to this legislation. The House acted on it last year, 
and it went to the Senate. And I recall that on the last night of the 
Senate, the chairman advised me that somehow or another it was being 
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And apparently the Senator who was very, very helpful in the 
accounting standards effort. Senator Proxniire, apparently is very 
much agamst the Renegotiation Board now. 

Are you familiar — or do you know what the Senator's position 
would be if and when the House acts on tliis legislation, so that we 
don't have a repetition of the 94th Congress i 

Admiral Kickover. I am not aware that Senator Proxmire is against 
the proposed legislation. On the contrary, in all my dealings with 
him, I have found him to be completely dedicated to the pumic wel- 
fare. And he has already held extensive hearings on renegotiation. 

I think you may be mistaken, sir. 

Mr. Gonzalez' Well, I think I am correct in the recital of facts, 
in the waning hours of the 94th Congress 

Mr. MiNiSH. Will the gentleman yield ? 

Mr. Gonzalez. I would be delighted to. 

Mr. MixiSH. Senator Proxmire is prepared to submit the Minish 
amendment to the extension that the Senator from Louisiana is going 
to ask for, but it is my understanding that there may have b^en a 
head count and someone figured that the Proxmire amendment — which 
was the Minish-passed bill in the House — would have passed; and 
there was no vote. 

But every conununication I received from Senator Proxmire has 
indicated strong support for our bill. I believe it may have been Sen- 
ator Long you were thinking of. 

Mr. Gonzalez. I am very happy to hear that, because unless we 
can have some reciprocity of interests in the Senate, then we would 
again be spinning our wheels over here. 

I certainly agree — I have had occasion in years past, I guess going 
back 10 years to 1967, when the legislation was about to expire then, 
and at that time the reason I found out about it was that I had 
thought that it was under the jurisdiction of the Banking and Cur- 
rency Committee, since we had jurisdiction of the stockpiling legis- 
lation, and the related legislation. And it was quite a surprise to dis- 
cover that it was in Ways and Means. 

At that time — exactly 10 years ago — ^it was obvious that the Wajrs 
and Means Committee was pretty much content with letting it lapse. 

At this point, the argument has been made by one Congressman in 
particular — and I think he reflects other Congressmen — that we should 
let the legislation go; make no attempt to try to set up the Board 
again ; and, rather, have a standby provision that a President, when 
and if he determines that there was a national emergency, would then 
have the power to revive the Board. 

Do you have any opinion as to that ? 

Admiral Rickover. Yes, sir, I do. That is an old argument. It was 
used in Congress against setting up the Renegotiation Board after 
World War II. But Congress realized very quickly that renegotiation 
is needed as much in peacetime as during war. 

Mr. Gonzalez. Well, I thought so, but I have not had a chance to 
really go back into that. 

I remember the first Defense Secretary's interest in this area — Sec- 
retary Forrestal — and one of the first amendments he requested to the 
1947 Reorganization Act, or the "Defense Act," was recognizing the 
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continuing need for some type of accountability in this very impor- 
tant area. 

I credit Secretary Forrestal with being one of the main reasons that 
it was maintained, under the very heavy efforts that were being made 
then, to do away with it. 

Of course the history of it, as you well know, reflects the national 
experience. President Johnson certainly did not approach this situa- 
tion, once Vietnam became a hot war, as President Truman in the 
Korean experience. Because you will recall that President Truman did 
fortify the Renegotiation process, and did implement it with credit 
and price controls — ^select controls. 

We could not persuade President Johnson in 1965, 1966, aiid 1967, 
and most of the congressional efforts which have succeeded in either 
disabling or restricting the Board came in the in-between periods, after 
Korea. The dates that you have reflect that, and we are again in that 
period of time. There is no real "shooting war," and somehow or 
another people have the impression that there is no longer a high level 
of Government procurement. 

The truth is 

Admiral Rickover. As a matter of fact, the amount of money that 
should be subject to renegotiation should be greater than the amount 
of money the Government spends on price contracts. 

The Defense Department spends about $40 billion a year on prime 
contracts, but when you consider subcontracting that number becomes 
a/t least $64 billion. That is, the money is filtered down, and people 
can make excessive profits all the way down the line. 

The Renegotiation Board covers all of those subcontracts also. Now 
I believe that, with a proper implementation of renegotiation, there 
could be a saving to the Government of between $700 million to $1 
billion a year. 

A start has been made to proper implementation of renegotiati<m. 
President Carter has appointed new Board members — ^not like those 
political hacks we had before, whose purpose appeared to be not to 
renegotiate but, as I believe they admitted to this subcommittee, they 
were carrying out the orders of the Office of Management and Budget. 

Let me be a little brutal about this: The Office of Management and 
Budget essentially consists of two parts. One is the management part; 
the other is the budget part. 

Now the man in the management part who was responsible for pro- 
curement policy consistently opposed the Renegotiation Board. Every 
time there was some attempt to improve conditions, 0MB either wo^d 
recommend legislation against it, or not take any stand. 

But today there is a new situation. President Carter is supremely 
dedicated to the public welfare, and not to any particular section. A 
new man heads the Office of Management and Budget, and a new man 
is Attorney General. I predict that you will find it easier to do the 
right thing for the general public welfare, sir. 

You have not asked me the question, Mr. Chairman, I hope you 
would : Who am I lobbying for ? 

Mr. MrNTSii. That was one of my last questions, but as long as you 
want to answer it now 

Admiral Rickover. Yes; I would like to Tq[)ly to that I am lobby- 
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ing for the people of the United States, and my escutcheon is the Flag 
of the United States. 

Mr. MiNiSH. Thank you. 

Mr. GrONZALEZ. Mr. Chairman, could I ask unanimous consent to 
clarify one point. 

Admiral, did you say that if you had a properly functioning Renego- 
tiation Board, that the savings accruing to the taxpayer frcnn the 
ascertainment of excess profits would be from $700 million to $1 
billimi? 

Admiral Rickover. It could be as much as $1 billion, yes, sir. 

Mr. GrONZALEz. Thank you, very much. 

Mr. MiNiSH. Mr. Grassley t 

Mr. Ohassley. Thank you, Mr. Chairman. I have no questions. 

Mr. MiNiSH. Mr. Rousselot, you are recognized for 5 mmutes. 

Mr. RoussELOT. Mr. Chairman, I have had a chance to very carefully 
read the Admiral's statement — and I'm glad to see him here. And I 
know that he was very instrumental in seeing that my predecessors, 
Glenn Lipscomb, had a submarine named after him. He served on Ap- 
propriations, and I know Mr. Lipscomb always spoke very highly of 
the admiral. And I am sure that you make sure there was no excess 
of profits in the building of the Glenn Lipscomb submarine, which 
was built in Connecticut and we were both there for the launching. 

I am honored to hear from our distinguished public servant 

Admiral Rickoveil Thank you, sir. 

Mr. MnasH. Mr. Allen ? 

Mr. Ali£n. Thank you, Mr. Chairman. 

Admiral Rickover, as a onnparatively new Member of Congress, 
serving my first full term, and having heard of you and the great rep- 
utation — ^the deserved great reputation — that you have as a servant of 
this coimtry, it has been indeed a delight and a pleasure to hear you 
and to see you in person at this hearing. 

But, coming to the bill in question : Is it your feeling that the bill, 
as presently drawn and as will be ccmsidered in markup by this com- 
mittee later this afternoon, is adequate to protect the public interest 
and the taxpayers of this country to the extent and in the manner that 
you think they should be protected { 

Admiral Rickoa-er. I believe that the bill, as presently drawn is a 
good bill. It is far better than before, particularly since you make the 
Board permanent so that it is not contmually threatened with dissolu- 
tion. However, I would make two modifications to the bill : First, I 
rcommend that you shift jurisdiction over contractor appeals back to 
the tax court. I have mentioned that previously in this testimony. 

I also recommend one other change. Make it mandatory for the Re- 
negotiation Board to make use of the 2,300-or-so auditors of the De- 
fense Contract Audit Agency. Some of these auditors are stationed at 
contractors' plants and have right at their fingertips the data the 
Board needs to verify contractor filings. The Board does not n^ to 
hire many new people of its own in order to verify contractor filings. 

Even though you enact legislation which sets up a good Board, an 
effective renej^otiation process depends largely upon the Board itself. 
No Board — smcc the Renegotiation Board was started — ^has ever used 
the Board's authority to the extent it should be used. 
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As I emntioned before, political hacks were appointed to the Board, 
and they were carrying out the directions of the Office of Management 
and Budget — ^which, to a great extent, has been dominated by an in- 
dustry viewpoint. 

It depends not only on what you do hero; it is like everything else, 
it depends upon what the Executive does. But I believe, with the new 
Executive, you will get complete cooperation. 

Have I answered your question. Sir ? 

Mr. Allen. You have made it very clear with respect to transfer- 
ring jurisdiction from the court of clamis back to the Federal courts. 

Now the other, just specifically how would you suggest that we 
amend the bill to attain your other objective ? 

Admiral Eickover. The bill could provide for the Eenegotiation 
Board to get whatever help it needs from existing Government agen- 
cies who already have the people, so it does not have to augment its 
own force of employees. 

Mr. AiiLBN. Do you think the appropriations for the operation of 
the Board should be increased and made more nearly adequate to the 
task in front of it ? 

Admiral Rickover. Yes, there should be some increases to the Board, 
because as I have mentioned in my testimony, if everybody there 
worked all of the time, one employee would have to handle al)out 20 
million dollars' worth of business an hour; that cannot be done effec- 
tively, sir. 

However, my opinion is that they should not get an immediate in- 
crease in personnel. I would recommend that Congress let the Board 
demonstrate what it can do under the new Renegotiation Act and then 
consider authorizing an increase in fimds and additional people. This 
would be my recommendation, sir. 

I would rather the Board prove themselves first. 

Mr. AiiLEN. Thank you, Mr. Chairman. I appreciate your testimony. 
Admiral. 

Mr. MiNiSH. Admiral, I feel that the second part may be covered 
on page 7 and 8 of the bill, but I want to check it with counsel. 

In section 2, at the bottom of the page, it says : "In the interest of 
economy and the avoidance of duplication of inspection and audit, any 
Grovemment department or agency holding contracts subject to this 
act shall, upon request by the Board, provide audit support as neces- 
sary to verify such official statements. 

Admiral Rickover. Yes, sir. I think that would do it. But I suggest 
you include in your report on the bill that you expect the Board to 
utilize the services of the Defense Contract Audit Agency. 

Mr. MiNisH. Thank you, sir. 

Mr. Steers? 

Mr. Steers. Thank you very much, Mr. Chairman. 

I want to join the praise for Admiral Rickover. I had the honor 
of serving with him in the Atomic Energy Commission. I was with 
the Commission from 1951 to 1953, and it was my observation that 
the Admiral saw to it that the contracts over which he had control 
were properly administered ; and he saw to it that he got results. 

And I think that he is such a competent man that he showed other 
military officials how it could be done. And, to the extent that he 
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followed certain principles — which I feel certain he did — I wish you 
would reduce those contracting principles to writing and see to it that 
they become part of the operating procedures for tlie Department of 
Defense, thus rendering the Eenegotiation Board, in time of peace, 
totally unnecessary. 

Thank you, Mr. Chairman. 

Admiral Kickover. May I reply to that, sir? 

Mr. Steers. I guess I cannot stop you. Admiral. I am hapoy to 
hear your reply. The reason I did not ask any questions was I Knew 
you were too smart for me. 

Admiral Kickover. Well I was polite enough to ask your permission} 
sir. 

Mr. Steers. Yes, and I was polite enough and foolish enough to 
give it. 

Admiral Rickover. I was going to tell you a story : A number of 
years ago an Air Force general was on duty in California. He tele- 

E honed me and said he was coming to Washmgton to take the job of 
ead of the Air Force missile program. He said he wanted to stop by 
for half an hour to learn from me how to do a job. 

I said, "General, don't waste your time. You want to learn how to 
be king in half an hour." 

There are no shortcuts. A man must act on principle, whether it 
is in contracting or in any other facet of human life. If he really wants 
to accomplish something in accordance with the best elements of hu- 
man nature and human character, he must always understand what 
the basic principles are. 

If he acts in accordance with principle, he will never go wrong. 
But many people in Government organizations, particularly in the 
Defense Department, since their job tours are very brief, are "used" 
by the civilian elements. This brings up a point of philosophy in which 
I believe : We must have civilian control of the military. However, that 
was meant primarily for strictly military matters. But some civilians 
coming into the Defense Department partake of all the glory of the 
military ; they have military people working for them in contract posi- 
tions who are beholden to them for their assignment to duty, ana for 
their promotion. 

So the military people, not fully understanding the distinction be- 
tween the philosophical aspect of what was meant by the Founding 
Fathers — ^they were afraid of how the Kings of England used the 
military — now obey in a military manner what their civilian boflsefl 
want in contract matters, which never was the intention at all. 

In fact, they frequently find out what their civilian superiors want, 
and then recommend it formally to them. That is one of the things 
that should be corrected — ^because you will find, in the Defenst^ Depart- 
ment, that often decisions are made because of the exigencies of a 
situation and not based on principle. 

That is about all I can tell you right now, but I think you are a 
man of enough accomplishments to understand the message I am try- 
ing to convey. 

Mr. MiNiSH. Thank you very much, Admiral. 

Admiral Rickover. Thank you, sir. I wish to thank all luemberH 
of your committee for the kind manner in which they have treated me. 
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I hope I have contributed something, not only to their understanding 
of tne renegotiation process, but to refortify them in the belief that 
in all our actions it is most important to ask what is best for all of the 
people of our country, sir. 

Thank you. 

Mr. MiNiSH. It's too bad that the rules of the House prohibit you 
from managing the bill. I would be the first to recommend you and 
take a bacK seat. 

Admiral Rickover. Mr. Minish, you have more political charisma 
than I have, having managed to be elected to Congress. A recent Sec- 
retary of Defense and I share one thing in common. We both have the 
political charisma of a chipmunk. I do not believe I could be elected to 
any position other than dogcatcher in a small community 

Mr. MiNisH. Well, I would like to disagree with that statement. 
And thank you. 

Admiral Rickover. Thank you, sir. 

Mr. Minish. Mr. Gutmann. 

Mr. RoussELOT. Mr. Chairman, I wonder if we could break a half 
an hour for limch ? 

Mr. MiNiSH. Well, if that's what you want. 

Is there any objection ? 

[Whereupon, at 12 :40 p.m., the subcommittee recessed for lunch.] 

AFTERNOON SESSION 

Mr. Mjnish. The meeting will come to order. 

Our first witness at this session will be Richard W. Gutmann, Direc- 
tor, Procurement and Systems Acquisition Division of the General 
Accounting Office. 

Mr. Qtitmann, you may proceed in your own way. 

I understand you are crowded for time, so if you want to just sum- 
marize your statement, we will put the full statement in the record, 
whichever way you want to do it. 

Mr. Gutmann. Well, I will try to brief it as I go through, Mr. 
Chairman. 

STATEHENT OF SICHABD W. OTJTHANN, DIBECTOB, PBOCXJBEHEHT 
AND STSTEHS ACQTJISITION DIVISION OF THE OENEBAL 
ACCOTTNTINO OFFICE, ACCOMPANIED BT JOHN F. FLTNN AND 
SIDNET WOLIN 

Mr. Gutmann. As you know, we are here today at the request of your 
subcommittee to present our views on the proposed legislation to revise 
and extend the Renegotiation Act of 1951. 

As you, know, the Greneral Accounting Office has maintained an in- 
terest in the renegotiation process through its continuing audits and 
varied assistance to the subcommittee. 

We have previously made some recommendations in this regard, as 
you know, and many of them have been accepted and are in the 
legislation. 

We have reviewed H.R. 4082 and, as before, want to express our 
strong support for this legislation. We believe it is constructive and 
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should lead to major improvements in the renegotiation process. We 
welcome the opportunity to provide our views on the major issues in 
the current bill. 

We believe that making the Board a permanent agencv of the Fed- 
eral Grovemment could enhance its ability to recruit qualified personnel 
and provide an incentive for long-range planning. 

We also a^ree that the act should cover contracts of all Government 
agencies. This was also recommended by the Commission on Grovem- 
ment Procurement. 

We support the provision in section 4 that the percentage of com- 
pletion method of accounting no longer be used for contracts which 
are subject to renegotiation. 

The principal advantage of the completed contract method is that 
it is based upon results as finally determined, rather than on estimates 
of costs to be incurred on uncompleted work. 

In our opinion, excessive profits can be determined with reasonable 
certainty only when units are delivered or at contract completion. 

We believe that product line renegotiation is a step in the right di- 
rection and constitutes a much needed reform in the Eenegotiation 
Act. 

At the present time, the large, diversified corporations can offset 
the results of their high profit activities against the results of low 
profit or loss activities, and, as has been pointed out by witnesses pre- 
viously, this does give contractors the opportunity to buy in by off- 
setting their losses against excessive profits on other lines. 

We don't believe that requirement would constitute an excessive 
administrative burden, because many of the contractors are presentlv 
keeping records on a product line basis. They frequently coincide with 
the organization on a divisional basis, of the contractors. 

In any event, the product line issue is something that would have 
to be worked out on an individual case basis by the Renegotiation 
Board with the contractors in order to minimize any burden. 

The exemptions that would be eliminated, we hielieve, are appro- 
priate to be eliminated. That would include durable productive equip- 
ment and standard commercial items, as well as the oil and gas well 
exemptions. 

One thing about the oil and gas well exemption — I would think that 
with the new Energy Department, it would be well for that Depart- 
ment to also assume whatever responsibilities there are with respect 
to the production of energy sources. 

With respect to the minimum amount subject to renegotiation, sec- 
tion 6 of the bill contains provisions to raise the minimum levels of 
annual sales subject to renegotiation from $1 million to $2 million. 
We have reservations about that, as we have stated previously. 

The Procurement Commission, as I recall, preferred $2 million, but 
there was some dissenting commissioners on that point. 

We have pointed out in our statement that we think that the smaller 
contractors should be treated in the same way as the large contractors. 

The findings of the Board and the finding of the GAO's work on 
renegotiation have indicated that the smaller contractors also have 
realized some excessive profits in the past. 
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The penalties aimed at discouraging delinquent filing, we think are 
good, and should increase the contractor compliance with the act's 
requirements, as will interest on the excessive profits determinations. 

Section 10 of the bill authorizes a majority of the Board to issue 
subpenas to require production of any record, books, or other docu- 
ments — required under this act. And we concur in that provision 
also. 

There had been difficulties in the past on the part of the Board in 
obtaining the information they need to make their analyses. At the 
present time, the Board has no practical means of requiring con- 
tractors to provide timely information which it deems necessary. 

Indeed. I might mention here that the General Accounting Office 
has sought subpena power for some time for the same reasons. 

The audit provisions, the requirement for a financial audit of all 
3,500 submissions every year, is likely to be quite burdensome, even 
with utilizing the Defense Contract Audit Agency. The additional 
workload for them to undertake — could be quite a job. 

Nevertheless, ways of making audits on a test basis at the very least 
would certainly have a salutary effect on the accuracy of the financial 
statements that are submitted to the Board. 

In any event, we think that some flexibility could be written into 
the legislation so that a complete audit of every submission every 
year would not be mandatory. 

Again, the same rationale applies to the requirement for an annual 
review by GAO, with an annual report of such a review to Congress. 
We believe that it would be undesirable to have an annual require- 
ment, but that instead the Comptroller General should have the re- 
sponsibility and flexibility to determine when a GAO review would 
be appropriate. 

The matter of the determination of excessive profits remains fi, 
difficult one. We have suggested upon numerous occasions that some 
written guidelines be developed to be used by the Board in apply- 
ing and weighting the statutory factors. At the present time, they are 
to^Uy subjective, and they always will be, to some extent; but some 
guidelines, it seems to us, could be developed. 

At the present time it is almost impossible to tell whether excessive 
profit determinations have been made in any consistent and uniform 
manner. The Board has not made progress in implementing the rec- 
ommendation in that regard that we made in the earlier reports on 
our review of the activities of the Board, and covering it in legislaticm. 
I believe would be desirable. 

I imderstand that there has been considerable discussicm before 
this subcommittee of the improvements that have been made in the 
procurement process, and indeed there have been a lot of improve- 
ments. The Truth in Negotiations Act imquestionably has been help- 
ful, but nevertheless, the work of the Defense Contract Audit Agency 
and the work of the Greneral Accounting Office continues to disclose 
instances of overpricing, even with Public Law 87-653. 

Now, given the great number of contract transactions that amoimt 
to hundreds of thousands every year, and given the fact that GAO 
applies about — well, something Ic^ than 100 man-years to the audits 
of contract prices, and the f ad^ that DCAA, with its resources, bbdi 
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of its preaward and postaward audits, continues to find instances of 
overpricing, I don't think that we can rely on the procurement proc- 
esses and methodology to assure that the prices negotiated and that 
the profits ultimately earned by the contractors are reasonable and 
fair. 

That concludes my summary of my prepared remarks, Mr. Chair- 
man. We would be happy to answer any questions that you have. 

I have with me today John F. Flynn, who is a deputy director of 
my division and under whose overall responsibility, our work on the 
Eenegotiation Board was performed, and also Mr. Flynn was respon- 
sible for earlier work that we did on defense contractors' profits. 

Sidney Wolin is an assistant director in the division, and he worked 
with Mr. Flynn on both of these efforts. 

[Mr. Gutmann's prepared statement on behalf of the Greneral Ac- 
counting Office :] 
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UNITED STATES GENERAL ACCOUNTING OFFICE 
Washington, O.C. 20548 



March 31, 1977 



STATEMENT OF 
RICHARD W. GUTMANN, DIRECTOR 
PROCUREMENT AND SYSTEMS ACQUISITION DIVISION 
BEFORE THE 
SUBCOMMITTEE ON GENERAL OVERSIGHT AND RENEGOTIATION 
OF THE BANKING, FINANCE AND URBAN AFFAIRS COMMITTEE 
UNITED STATES HOUSE OF REPRESENTATIVES 



Mr. Chairman and members o£ the Subcommittee: 

We are here today at the request o£ your Subcommittee to 
present our views on the proposed legislation to revise and 
extend the Renegotiation Act o£ 1951. As you know, the 
General Accounting 0££ice has maintained an interest in the 
renegotiation process through its continuing audits .«md varied 
assist2uice to the Subcommittee. 

In testimony be£ore this Subcommittee in June 1975 we 
outlined and discussed the findings and recommendations of our 
study of the operations and activities of the Renegotiation 
Board. Several of our recommendations have been considered by 
the Subcommittee for inclusion in your proposed legislation on 
renegotiation. 
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lf« hay« r«vl«w«d H.R. 4082 and, as bafora, want to axprass 

our strong support for this laglslatlon. Ha baliava It is 

constructiva and should laad to aajor laprovaaants in tha 

ranagotlatlon procaas. Va walcoaa tha opportunity to provida 

our vlaws on tha aajor Issuaa in tha currant bill. 

Haaoval of Taralnatlon Datay fatant of 
Aqancy covarage 

Wa baliava that making tha Board a parmanent agency of 
thaPaderal Governaent could enhanca its ability to recruit 
qualified personnel and provide an incentive for long range 
planning. We also agree that the act should cover contracts 
of all Government agencies. This was also reconuBended by the 
Comission on Government Procurement. 
Method of Reporting Contracts 

We support the provision in Section 4 that the percentage 
of completion method of accounting no longer be used for con- 
tracts which are subject to renegotiation. One of the problems 
wa see with the percentage of completion method of accounting is 
the lack of a precise method of estimating percentage of comple- 
tion. Engineering estimates are frequently involved that are 
largely subjective. There are opportunities for such estimates 
to be manipulated to improperly minimize the possibility of 
an excess profits determination. However, we do not know 
whether such manipulation has actually taken place. We believe 
that elimination of the use of the percentage of completion 
method of accounting and the required use of a "units delivered" 
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or "completed contract" ■•thod of accounting for renegotiation 
purposes would add necessary objectivity to the process. We 
recognize that for projects of long duration with a single 
unit to be delivered, costs and related revenues will need to be 
excluded from renegotiation until the project is completed. 

The principle advantage of the completed contract method is 
that it is based on results as finally determined, rather than 
on estimates of cost to be incurred on uncompleted work. In 
our opinion, excessive profits can be determined with reasonable 
certainty only when units are delivered or at contract 
completion. 
Product Line Renegotiation 

Section 4 of the bill also requires contractors to report 
renegotiable business on the basis of division and product line. 
We believe this is a much needed reform in the Renegotiation 
Act. The current method of renegotiation appears to favor 
large diversified corporations because they can offset the 
results of high profit activities against the results of low 
profit or loss activities. We believe this constitutes an 
adv«mtage over smaller single product line firms. Use of a 
product line approach would be more effective in minimizing 
the number of firms that are now escaping renegotiation and 
place both large and small firms on a more equal footing. 

We do not believe that the requirement for division and 
product line reporting will create an administrative burden. 
Host contractors maintain their accounting records on a 
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divisional basis and tbs incidsnce of aultipls product lines 
within divisions is gsnerally not high. We baliava that 
reporting procedures could be worked out by the Renegotiation 
Board with the contractors that would Biniaize or prevent any 
additional adainistrative or reporting burden £or contractors. 
We believe that provision should be nade to give the Board the 
necessary flexibility to work out these procedures. 
EliminatJQn of EngmptiQna 

Outable productive aguipaent 

As we previously reported, in drafting the act during 
the Korean conflict, the Congress believed that new, durable, 
productive equipaent purchased by priae contractors to produce 
defense articles %K>uld revert to coaaercial use after the war 
and that the entire productive life of this equipaent would 
not be used in defense related production. Thus, potential 
coaaercial sales would not be realised because the need would 
be filled by equipaent purchased initially for defense %K>rk. 
Since soae of this equipaent was expected to be used for 
coaaercial purposes, the Congress provided that a portion of 
the sales of this equipaent to priae contractors would be 
excluded froa renegotiation. 

In 1954, the Congress provided that a portion of the 
sales of equipaent directly to the Governaent would also be 
excluded froa renegotiation. It felt that, since the Governaent 
had purchased large quantities of new, durable, productive 
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•quipa«nt during th« n^t , tb« Goy«riini«nt ■ 8 disposal of 
stockpiled equipasnt could thrsatsn future sales of this 
equipaent • 

At the tiae of our reyiew we were unable to discern 
any impact that priae contractor's procurement of new, durable, 
productive equipaent during the war had on producer's sales 
of such equipment after the war. We were told that the Goyern- 
ment's purchases of this equipment under the act have not 
affected producers' sales because the expected disposal of the 
stockpile held by the Goyernment has not occurred in the 20 
years succeeding the Korean conflict. In yiav of the aboye, 
we recommend that the Congress eliminate the partial «xeaption 
of sales of new, durable, productive equipaent. 
standard Coremercial Artielea 

We found that it is not possible to deteraine, on the 
basis of information available to the Board, the extent to which 
a contractor may have excluded standard commercial articles 
and services sales with high profits and included sales with 
low profits in its report on renegotiable sales because of the 
absence of cost and profit data on exempted items. Though the 
fioard has recosuQendod that the Congress repeal this exemption, 
it lacks the data showing that substantial profits escape 
renegotiation due to the exemption. 

It is apparent that a significant amount of sales 
has escaped renegotiation in recent years due to this 
exemption, but the amount of profits escaping is indeterminate. 
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Moreover, if th« rational* for th« •xuiption assuaas that 
coap«tition •xists for all standard conwrcial itaaa thua 
insuring rsasonabls pricss and profits, it nay not b« valid in 
all casss. For axaapla, a conwrcial itaa which is produced 
by a sole-sourcs supplier and which qualifias for ths sxsaption 
has not nscessarily baan subjact to coapatitionr and tha prica 
quoted in a contractor's catalog may include an unusually high 
profit margin. Yet the existence of effective competition is 
assumed. It is for these reasons wa have recommended that the 
Congress require the Board to obtain and analyse profit and cost 
information relating to standard coaaercial articles and 
services to determine whether large amounts of excessive profits 
are escaping renegotiation. 

In view of the above we are pleased to see a provision 
in Section 5 for a comprehensive study of the standard commercial 
articles and durable productive equipment exemptions by the 
Board. 

Oil and Gas Well Exemption 

It is our understanding that the present raw materials 
exemption was enacted by Congrass in 1942. As explained in 
previous hearings r the provision was included in the original 
act to recognise the fact that the world market gives the 
Government imswdiate access to price information. This 
rationale was formulated long before the present era of 
multinational oil companies, boycotts, etc. 
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As tb« Comltt«« pr«vioasly r •cognised, the crsstion 
ofL international cartels, which control all facets of prodaction, 
has distorted the world aarket price for oil where it no longer 
reflects the true costs of production. SiMple reference to the 
world cooaodity aarket, therefore, gives no assurance that 
contracts for unrefined oil or gas are not providing the 
contractor with excessive profits. 

The theory that the raw aaterials exeaption would 
encourage exploration and production of crude oil or gas was an 
additional rationale for the exemption at the tiae it was enacted 
by Congress. In light of currently high oil and gas prices and 
the scarcity of these aaterials, this rationale appears 
questionable. Therefore, we concur with the eliaination of the 
oil and gas well exeaption. 
jllnimua AaQUfita Subject to Renegotiation 

Section 6 of the bill contains provisions to raise the 
ainiaua levels of annual sales subject to renegotiation from 
91 million to $2 million. As stated in our previous testimony, 
we have reservations with respect to raising the ainiaua 
aaount. Our 1973 report included an analysis of the nuaber 
and aaounts of excessive profit deter ainations aade during 
fiscal years 1970-72 to determine those that would have escaped 
renegotiation if the minimum had been $2 million or $5 million. 
This analysis showed that, of the 450 excessive profit deter- 
minations for $139 million, about one-third of the determina- 
tions amounting to $13 million, would have escaped if the 
statutory floor had been $2 million and about two-thirds of the 
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d«t«ralnations aaounting to an •stiaatcd $46 Billion, would 

have oscapod if the floor had boon $5 million. 

In that sano roport, wo also pointad out that tho Board 

mado a study to dotoraino tho of foot that raising tho floor to 

$2 Billion for contractors would havo had on. tho nuabor of filings 

rocoivod in fiscal yoars 1971 and 1972. Tho study showod that 

about 18 percont loss filings would havo boon recoivod. 

Knowingly railing to rilo, and Knowingly Submitting 
False intoraation 

Wo have advocated civil penalties aimed at discouraging 
delinquent filings and for failure of contractors to furnish 
data or information required by the Board. The penalties now 
included in Section 7 of the proposed legislation, in our 
opinion, should increase compliance with the act's filing 
requirements . 
Interest on Excessive Profits 

Section 8 provides that Interest on profits found to be 
excessive shall begin to accrue on the day following the end of 
the fiscal year in which the excessive profit was made. We 
support tho provision for Interest charges. Since penalties 
cannot be applied to late filers and nonfilers unless their 
actions are proven to be wilful, there is no induceaent for thea 
to file on tiao. Bather, contractors stand to gain financially 
by not filing with the Board or by delaying their filings as 
long as possible. Contractors should not be allowed to utilize 
excessive profits without paying interest on those funds. 
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Subpo<na Powr 

Section 10 authorizes a majority of th« Board to issu« 
subpoenas requiring th« production of any records, books, or 
oth«r docuiMnts r«quir«d und«r this act. ^m concur in th« 
provision. Th« Board has b««n fac«d with th« problem of 
obtaining accurate and coapl«t« information to aak* its analyses. 
At th« pr«s«nt tim«r th« Board has no practical m«ans of requir- 
ing contractors to provide timely information which it deems 
necessary. Although the penalty provision of the act may be 
imposed when the contractor refuses to furnish adequate data, 
the Board must prove that the contractor's refusal was wilful. 
Audit Provisions 

Section 10 also requires the Board or its authorized 
repcesflntative to verify by audit every financial statement 
submitted to the Board by contractors or subcontractots. A 
financial audit of all 3500 submissions every year constitutes 
a considerable workload. However, we understand that it is your 
intention that the resources of the Defense Contract Audit Agency 
be utilized. This Agency has considerable knowledge and 
experience in this area and we understand it has indicated a 
willingness to undertake the work, subject to approval by the 
Department of Defense. Perhaps some flexibility could be 
written into the legislation so that a complete audit of every 
submission every year would not be mandatory. 

On the other hand, we see no need for a provision to 
require by law that the operations of the Renegotiation Board 
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b« subject to an annual r«viaw by tb« Ganaral Accounting Off lea r 
with an annual rapoct of such caviaw to Congcass. In pcavious 
corteapofidenca wa hava indicatad our baliaf that it would ba 
undaairabla to astablish such a raquiraiaant. In ordar to aaka 
tha Bost affactiva usa of our limitad rasourcas, particularly 
with constantly changing conditions and prior itias in tha 
various Padaral agancias, wa baliava that tha Coaptrollar Ganaral 
should hava tha ratponsibility and flaxibility to datarmina tha 
naad for and fraquancy of Ganaral Accounting Off ica raviawt of 
tha Banagotiation Board. 
Cuidallnai for Applying Statutory Factors 

Wa baliava that thara is a naad for tha Board to astablish 
guidalinas for applying statutory factors for datarmining 
axcassiva profits. As statad in our pravious tastinonyr wa 
found that in aaking its axcassiva profit datarminations tha 
Board doas not hava writtan guidalinas for applying and waighting 
tha statutory factors. Ratharr tha aaount of axcassiva profit 
is datarminad by subjactivaly applying tha statutory factors. 

Tha lack of guidalinas and docuDantation supporting Board 
datarainations aaka it almost iapossibla to tall whathar thay 
wara mida in a consistant and unifora aannar. Wa baliava that 
writtan guidalinas ara naadad to assist raviaw officials in 
avaluating aach factor and to allow all raviaw lavals to arriva 
at assantially tha saaa dacision. Guidalinas would also anabla 
tha Board to aora accurataly tall contractors how axcassiva 
profit datarminations wara arrivad at. 

10 
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Th«r« is no indication that th« Board has mada prograss in 
implamanting this raconmandation. It may ba advisabla to covar 
this mattac in tha proposad lagislation. 

This complatas our formal statamant, Mr. Chairman. 
I will ba glad to raspond to any quastions ragarding our 
commants . 
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Mr. MiNiSH. Thank you very much. 

And welcome, Mr. Flynn and Mr. Wolin, to the committee. 
I don't have any Questions at this time. Your full statement will be 
inserted in the recora. 
Mr. Grassley? 

Mr. Grassley. Thank you, gentlemen, for coming here to testify 
for the General Accounting Office. 

Has GAO conducted a cost/benejBt study of the Renegotiation 
Board's activities to determine if in fact the Board is performing a 
service to the American public, and basically, as far as I am concerned, 
that is a dollar and cents thing, whether or not it is worth the cost 
for the return that we get. 

Mr. GuTMANN. No, sir. We have not made a cost/benejBt analysis 
per se. The problem with makinj^ a cost/benefit analysis — at least one 
of the problems — ^is that one comd never measure accuratelv the salu- 
tary effects of the mere existence of the Renegotiation Board. A simple 
comparison of recoveries of excessive profits i^inst the cost of havmg 
the Board making the audits just would not be adequate. 

Mr. Grassley. So, you are saying there is no way of really telling 
whether or not the investment in this Board is a dollar and cents pay- 
ing proposition. 

Mr. GuTMANN. Not on a dollar and cents basis. No, sir, I dont 
believe there is. 

Mr. Grassley. Of course, the justification for it has been a dollar 
and cents justification. I mean by the proponents, who favor retaining 
it. And I don't know whether that was your emphasis or not. 

Mr. GuTMANN. Well, what I mean is that the value of the Board 
far exceeds the total dollar amount collected. Even when the total 
amount recovered, the excess profits that are recovered may exceed the 
cost of having the Board severalf old — ^it still would not be a full meas- 
ure of the value of its existence. 

Mr. Grassley. You say that, even in light of the fact that we have 
improved in recent years the procurement laws and regulations within 
the Department of Defense to see that the taxpayer's dollar is wisely 
invested in the first place, such as the Truth-in-Negotiations Act, the 
accounting standards that have been implemented, the 26 steps that 
the DOD goes through to see that these are properly audited? 

Mr. GuTMANN. Those have been, as I said in my opcoiing remarks, 
Mr. Grassley — ^they have been helpful. There is no question about that. 
But the fact that even with those improvements, ttiere are still many 
instances of contractors realizing profits in excess of what was 
contemplated. 

Now, some of that obviously is because of improvements in their 
efficiency and technology, and so forth. But where there are negotiated 
contracts and where the final prices in essence are not exactly the final 
prices, have costs in them that are not ultimately incurred by the con- 
tractors. This is what results in the excessive costs, overstatements of 
costs, estimated costs in the first instance. 

Mr. Grassley. Has the GAO had any response or any commentary 
on the Department of Defense study called "Profit 1976"? And I 
assume you are familiar with it ? 
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Mr. GuTMANN. Yes, sir. We have. And we have commented on that. 
We think it was a good, thorough study. 

As you know, one of the things that the "Profit 1976" and the result- 
ing regulations attempts to do is to give the contractors a greater incen- 
tive to invest in capital equipment, to improve their productivity. The 
way they did that was to assign a portion of the negotiated profits to 
the return on investment, relate the profit to the return on investment 

We feel that the 5 percent of the profit which is related to a return 
on investment is too small to really motivate contractors to make more 
of an investment in their operations. 

Mr. MiNiSH. The time of the gentleman has expired. 

Mr. Grassley. Thank you, Mr. Chairman. 

Mr. MiNisH. Mr. Rousselot. 

Mr. RoussELOT. Thank you, Mr. Chairman. 

Thank you, gentlemen. We appreciate your being present to try to 
help us go through the thicket here. 

I'm sure, Mr. Gutmann, and Mr. Fljmn, you might have been familiar 
with Admiral Rickover's testimony today. On page 9, he gave us a 
comparative chart, which is listed at the top as pre-tax profits. And 
then he referred to your 1971 study, Mr. Flynn, that I understand you 
participated in putting together on a GAO audit of 146 specific con- 
tracts. Are you familiar with that, Mr. Flynn ? 

Mr. Flynn. Yes, I am, sir. 

Mr. RoussELOT. With the one he was referring to? 

Mr. Flynn. Yes. 

Mr. RoussELOT. Now, in it he said — he gave three items, in the left- 
hand column, and then he gave percentages under two columns, and I 
will read the items : "As a percentage of cost", "As a return on total 
capital", and "As a return on equity capital". And he had two columns 
on each of those three items : what the contractors claimed and what 
the GAO confirmed. 

Now, my understanding is that the problem with that comparison, 
if I understand your report correctly, is that what the contractors 
claimed was, those were figures taken from 1974 — aggregates from 
1974 contractors. And that what the GAO confirmed was on 146 spe- 
cific contracts. So, it was like comparing apples to oranges, to use a 
phrase that has been started earlier today. 

Mr. Flynn. Well, that is right. Those are correct statements. Unless 
the Admiral was simply trying to show that on individual contracts 
the profits were larger than the averages that they might have made 
on an overall basis. 

But you are quite correct in the way you have stated it. 

Mr. JRoussEixyr. So, it is a bad comparison? 

Mr. Flynn. I would say, right. It is not too comparable. 

Mr. Rousselot. It is not comparable? 

Mr. Flynn. Right. 

Mr. Rousselot. Well, I think that is important to know, because 
that is very disturbing, that we would have that kind of testimony that 
would provide two columns that would not be comparable. 

So, Mr. Chairman, I ask unanimous consent at this point to provide 
additional detail to show how these two columns that our distinguished 
Admiral provided are not compatible comparisons and are highly mis- 
leading. 
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Mr. MiNisH. I am sure that was not the intent of the Admiral. 

Mr. RoussBLOT. I am sure it wasn't. That is why I am sure he would 
want to have it corrected. 

I looked at these figures, and I thought, wow, this is pretty bad. And 
so we immediately went to the General Accounting Office reports which 
we have here of 1971, to which he referred. As a matter of fact, my 
colleagues will be glad to hear — ^and I will see if I can find it — ^the page 
of the GAO report on 1971, on page 37 of this report, Mr. Chairman, 
they say at the bottom of this figure of 146 contracts that they surveyed, 
that the 146 contracts examined cannot be considered as a representa- 
tive sample. And it would have been pure coincidence if similar rates 
had resulted in both phases of our study. 

So, what I am saying is, it is terribly unfortunate that it was pre- 
sented that way, and I am delighted to have the GAO correct it since 
they did the report. 

Mr. Flynn is here to help us get it straightened out, and I knew you 
would be happy to hear that. And let me say those figures appeared 
very damaging, and that's why I am glad to have it all straightened 
out. 

Mr. Gutmann, do you think that the Board should have inhouse 
capability to audit defense contractors? The reason I ask that — ^there 
is a potential provision in this bill to "gin up" the staff people to run 
out and look at all of this. I would like your comment on that. 

Mr. Gutmann. I think that the Board could well have a little more 
inhouse capability in this regard. However, I also believe there is an 
opportunity for the Board to utilize the services of the Defense Con- 
tract Audit Agency- 

Mr. RoussELOT. The DCAA? 

Mr. Gutmann. The DCAA. 

Mr. RoussELOT. They could utilize that? 

Mr. Gutmann. Yes. 

Mr. RoussELOT. That is an existing, going group? 

Mr. Gutmann. Yes; indeed. They could utilize that as well as their 
own beefed-up staff. 

Now, I understand that the Defense Contract Audit Agency has in- 
dicated a willingness to undertake that. I don't have confirmation of 
that. This is my understanding at the present time. 

Mr. Rousselot. Well, I put in the record earlier today a letter ad- 
dressed to my ranking minority member, Mr. Grassley, from the Joint 
Committee on Taxation, in which they were responding to several 
questions, and this was one of them — ^the additional staffing. And they 
said: 

The staff's opinion, therefore, is that section 6103 (i) (5) of chapter 26 of the 
Internal Revenue Ck)de of 1954, would not permit the Renegotiation Board, as 
part of its contracting out of responsibiUties to another agency such as the De- 
fense Contract Audit Agency, to disclose any return or a return of information 
received, from, say, the Internal Revenue Senrice. 

So, I know there has been a great deal of discussion among my col- 
leagues that they may have the capability to go to IRS and other 
places to gather audit material, and I think we would have to be care- 
ful there, on the right of privacy issues. 

Thank you, my time has expired. 
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Mr. MiNisH. Mr. Hansen ? 

Mr. Hansen. Thank you, Mr. Chairman. 

I would like to ask, Mr. Gutmann, on page 10, you mention that the 
lack of guidelines, documentation, supporting board determination 
make it almost impossible to tell whether they were made in a con- 
sistent, uniform manner and we believe the written guidelines are 
needed to assist the review levels to arrive at essentially the same deci- 
sion. Guidelines would enable the Board to accurately tell contractors 
how excessive profit determinations were arrived at. You say there is 
no indication that the Board has made progress in implementing this 
recommendation and it may be advisable to cover this matter in the 
proposed legislation. 

Can you tell me is this — ^you don't feel apparently that this is ade- 
quately covered in the legislation as it is written at this point. 

Mr. Gutmann. I think the legislation could be improved to the ex- 
tent at least of not necessarily establishing these guidelines but re- 
quiring that the Board do so. 

Mr. Hansen. Now you talk about excess profits. In your business or 
dealings have you been able to arrive at any rule of thumb, anything 
you can use as some kind of a guideline to define excess profits. 

Mr. Gutmann. No, sir. It is a very, very difficult subject as you can 
imagine. The rate of profit that might be considered reasonable as a 
return on investment has to be linked to the element of risk that is 
involved. Just as an example and not necessarily a suggestion, in the 
absence of risk a man would be satisfied with the investment in a sav- 
ings account at 5^4 percent perhaps. When the risk increases, the 
return on his investment would — potential return would have to be 
higher for him to take that risk. 

Now then you have different types of contracts awarded. Some of 
them have a minimal element of risk. Some of them have a high de- 
ment of risk and it is a matter of judgment in each case as to what 
would be considered an excessive profit. 

Mr. Hansen. Let me ask you a question then. Through what jon 
experience, there are cases then where 10 percent isn*t outlandish for 
profit depending on the risk : is that correct i 

Mr. Gutmann. This is correct. I am talking exclusively about profit 
as a return on investment. Now, I have never been in business for my- 
self since I left public accoimting some years ago. 

Mr. Hansen. That is probably a handicap most people in govern- 
ment have, 

Mr. Gutmann. I think so. WTien you think of the public accounting 
profession we didn't have a biff investment in facilities so our return 
on investment was prettj' high. That is something to be considered 
when we are talking about service industries. technol<^:T, research and 
development activities, R. 4 D. contracts. They frequently are cost- 
type contracts where the element of risk to the contractor is minimal- 
Therefore the fee should be very low. 

Mr. Hansen. The reason I dwell on that is that we find ourselves in 
this subcommittee and the hearings tossing numbers around in some 
kind of bingo game — whether it is 8 percent, 4 percent, excessive 
prc^ts, this type of thing. You read past the headline and now they are 
S percent and they are record high profits. Or 8 percent is the {hn^ 
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Is that too much profit ? What is too much profit ? My concern is maybe 
we play too many numbers games and we don't get down to the real 
case. What is the risk commensurate with the return ? Isn't that the 
problem ? 

Mr. GuTMANN. Yes. Very often we are talking about rates of profits. 
Some people think of rate of profit in relation to cost of sales. Some ai-e 
thinking m terms of profit as a percentage of total sales and some ai^e 
thinking in terms of a return on investment. If there could be some 
uniformity of thinking in this regard as to how we want to consider 
excessive or reasonable profits and so forth. 

Mr. Hansen. Part of the problem is we think in terms of grocery 
store profits. That is where we end up as being the medium. We thinlc 
in terms of grocery store profits, 2, 3, 4 percent, and if somebody gets 
8 percent with a completely different risk, we go out of our gourdi 

Mr. GuTMANN. I thmk this happens. 

Mr. Grassley. I ask unanimous consent to proceed for 1 minute. 

Mr. MiNiSH. You are recognized. 

Mr. Grassley. Thank you, Mr. Chairman. 

Mr. Gutmann, in your statement you say that it is apparent that a 
significant niunber of sales has escaped renegotiation in recent years 
due to this exception. That is the standard commercial articles exemp- 
tion. But you state the amount of the profits escaping is indeterminate. 
Then I have a letter I want to insert in the record at this point. Mr. 
Chairman, from the Acting General Counsel of the Department of 
Defense, to Burt Lance, Director of the Office of Management and 
Budget, dated February 16, 1977, in which one of the paragraphs says : 

There is no evidence presented by the board that there are any Hifniiflcant 
amounts of excess profits escaping renegotiation through the StandardH (Commer- 
cial Article Exemption which would be repealed by Section 11 (a). ThiH exemption 
is soundly based on the fact that the commercial market is adequate to inHure 
fair and reasonable prices. To our knowledge there is no indication that thiH bUNic* 
premise is now faulty. Even the General Accounting Office in its original report 
on the Board in 1973 did not recommend repeal of this exemption but only Hug- 
gested that the Board obtain profit and cost data to analyze the matter. 

[The letter submitted for the record by Congressman (JrasHhjy from 
L. Niederlehner, Acting General Counsel of the Department of De- 
fense, to Hon. Bert Lance, Director, Office of Management and Budget, 
follows:] 
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GEKiRAl CDU;»'S£t Or THE CLPAr.T//.rNl C? D£r£N£r 

WASM?NG"3N 0. C 75301 

April 1. 1977 



Honorable Bert Lance 
Director, Office of Management 

and Budget 
Washington, D. C. 20503 

Dear Mr. Lance: 

This is in response to your request for our views on H, R. 4082, which 
would extend and amend the Renegotiation Act of 1951. 

The proposed Bill would, inter alia, make the Renegotiation Act per- 
manent legislation (section 2), revi«e the organization and administrative 
structures of the Board (sections 3 and 9), change the procedures for 
renegotiation (section 4), eliminate exemptions for certain contracts 
and require the furnishing of cost and pricing data with respect to exempt 
articles (section 5), increase the minimum amount subject to renegotiation 
(section 6), impose penalties for failure to file required information or 
for filing false or misleading information (section 7), empower the Board 
to issue subpoenas (section 10), and require the Board to audit financial 
statements filed by contractors (section 10). We are opposed to sections, 
2, 4. 5, and 10 of the Bill. 

Section 2(a) of the Bill rennoves the termination date from the Act thereby 
making the Board and the renegotiation process perinanent. We oppose 
granting perinanent status to the Renegotiation Act because it would negate 
the very appropriate oversight role of Congress to make periodic examina- 
tions as to whether there is a need for continuation of the Act. We favor, 
instead, a one year extension of the Act to provide time for a study to be 
made of the costs and benefits of the renegotiation process. We question 
whether the after-tax excess profits recovered under the Act are sufficient 
to justify the expense incurred by the Board and the executive and judicial 
branches of the Governn'sent for administration of the Act and the expense 
incurred for conipliance by contractors, which expense is passed along 
to the Government in the form of allowable overhead costs under its 
contracts. The recent level of relatively High excess profit determinations 
reflects the Board's actions on a bacIOog of contracts that were performed 
during the Viet Nam era. We would e.xpect the level of excess profits to be 
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experienced on laicr awarded contracts to be closer to the lower level 
that existed prior to the Viet Kaxn era. The provisions of H. R. 4082 
would significantly increase the compliance, costs of defense contractors 
u*ithout an ascertainable increase in the level of excess profit determina- 
tions. 

Section 4(b) of the Bill would change the method of renegotiation in two 
significant respects: 

a. Under existing law, in the case of a contract which requires more 
than one year to complete, a contractor is permitted to estimate the per- 
centage of the contract which he completed each year and to account, on 
that basis, for the profit (or loss) earned on that contract in that year. 
The Bill would prohibit the use of the percentage of completion method of 
accounting for profit on these contracts. We are strongly opposed to this 
prohibition. The percentage of completion method is a generally accepted 
accounting practice, used by many defense contractors and accepted by 
the Internal Revenue Service and the Securities and Exchange Commission. 
Prohibiting its use for renegotiation will result in n^any contractors haxnng 
to institute new accounting procedures solely for renegotiation purposes 
and thereby increase government procurement cost. If this prohibition 
were enacted, reported profitability for renegotiation purposes could be 
severely distorted from year to year and might bear no relationship to 
profitability reported to and accepted by the Internal Revenue Service and 
the Securities and Exchange Commission. The prohibition is not needed 
in order to preclude contractors from manipulating cost and profit figures 
through use of the percentage of completion method of accounting, because, 
under existing law, the Board has authority to impose accounting changes 
where necessary to correct the kinds of variations in profit rates that 
would otherwise result in the kinds of abuses which this proposed provision 
is designed to correct. • 

b. The Act presently provides for review of the total aggregate 
rencgotiable sales of a contractor by fiscal year to determine whether 
anexccssive profit has been made. The Bill would change the Act by 
requiring contractors and the Board to renegotiate profits by division 
and by major product line within a division. We are strongly opposed to 
Ihisr change, for a nujTiber of reasons. In the first instance, the change 
could require rhany contractors to either revise or establish accounting 
systems to meet this reporting requirement. Cne major expense which 
woizld be entailed in such compliance woul.dbe the establishment of 
allocations of total assets and net worth at the nnajor product line level. 
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implemer.tation of this change by contractors could result in significant 
additional costs being passed along to the Government as allowable costs. 
There is also the major- -and basic- -problem of identifying what con- 
stitutes a division ox product line. There is no universal set of 
characteristics established to determine for financial accounting and 
reporting purposes the industry segments of all businesses. Xlost 
fundamentally, a requirement upon th« Board to renegotiate by division 
and by major product line within a division is inequitable because it 
permits the Government to recapture excessive profits on individual 
product lines whDe ignoring losses or low profits on other product 
lines. Defense contractors with several product lines could be 
. significantly penalized if they were not allowed to balance their profits 
between product lines and divisions. In our opinion, by narrowing to the 
level of division or product line the area in which a contractor can 
balance losses or low profits against more profitable business, con- 
tractors will be motivated away from fixed price type contracts because 
the contractors will foresee losing the higher profits through a 
renegotiatior. process which does not permit them the opportunity to 
offset such profits with losses or lower profits in other divisions or 
product lines. 

Section 5(b)(5) of the Bill would reqiiire contractors to furnish complete 
cost and pricing data on all articles subject to exemption. We are con- 
cerned that this provision might be interpreted by the Board as a 
requirement to obtain cost or pricing data of the depth and magnitude 
provided for in P. I-.. 87-653, V»'e believe that the satisfactory accomplish- 
ment of the study and investigation provided for in section 5(e) of the 
Bill in respect to the mandatory exeniptions for standard conimercial 
articles docs not require the collection of data as extensive as required 
by P. L. 87-653. 

Section 5 of the Bill would revise a number of provisions of section 106 
of the Act (50 U. S. C. App. 1216) relating to exemptions. The present 
exemptions for standard comn')ercial services (scctipn 106(e)(1)(B)) and 
articles in a standard commercial class of articles (section 106(c)(2)) 
would be deleted and the percentage of articles that inust be sold through 
the free market competitive system in order for an item to qualify as 
a standard commercial article would be increased from the present 
55 percent to 75 percent (section 106(e)(4)(B)(iii)). We oppose the 
enactment of these revisions. We have seen no evidence that there are 
any significant ainounts of excessive profits escaping renegotiation through 
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the presen: provision* cefining this exemption. This exennption is soundly- 
based on the fact that the commercial market is adequate to insure ffeir 
and reasonable prices. To our knowledge there is no indication that 
this basic premise is now faulty. Even the General Accoixnting Office 
(CAO) in its very thorough report on the Board in 1973 did not recommend 
repeal of this exemption but only suggested that the Board obtain profit 
and cost c&ta to analyze the matter. In our opinion, this amendment would 
create considerable administrative burden, further aggravate the com- 
plexity of doing business with the Government, and be of little economic 
benefit to the Government in terms of recapturing excessive profits. We 
believe that consideration of any changes in these provisions should be 
deferred until completion and transmittal to the Congress of the results 
of the studv and investigation proposed in section 5(e} of the Bill. 
Presumably these results will be sufficiently comprehensive to permit 
an understanding as to the need for such revisions and the results of 
their enactn-sent. 

Section 10(a) of the Bill would provide the Board with subpoena power. 
We believe that the imposition of civil penalties for late filing and for 
failure to file information contained in section 7(a)(3) should assist 
materially in correcting any problems the Board has in obtaining 
required data from contractors and could obviate the need for subpoena 
authority. 

Section 10(b) of the Bill would require that every financial statement 
filed by a contractor with the Board be verified by an audit performed 
by the Board. We are opposed to this unnecessary and expensive 
requirement. The Board presently has the authority to require an 
audit when it so deems necessary. We, therefore, see no need to 
nrxake such audits nntandatory. 

In connection with our review, we noted an error in the headline of the 
proposed new paragraph (5) of section 106(e). We believe that the 
reference intended was to "Pricing'^-rathcr than "Profitable"- -data. 



i^ Niederlchner 
Acting General Counsel 
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Mr. Grassley. I wonder if you could comment both on the DOD 
statement on this counteracting yourself and also as to what brought 
about the change in the GAO position since 1973. 

Mr. GuTMANN. Yes, sir. What has happened there is that very often 
the commercial products are not priced to the Government at the 
most favorably catalog price as required under the procurement reg- 
ulations. That is one issue that is involved. Also the contractor may be 
in a sole-source position and his standard commercial price is in itself 
excessive in relation to his return on investment or cost of manufac- 
turing, either one. We have recently done some work in this area. Mr. 
Flynn might want to address briefly some of the details or the results 
of that work. 

Mr. Grassley. I wish you would please. 

Mr. Flynn. In some of the work we have done we have found GSA 
did not attain as good discounts as some other purchasers did from 
the same suppliers for equal or smaller amounts. So we have instances 
where, the Government isn't getting the best price. We have also noted 
instances in the past where contractors have listed items as catalog 
items and we find really they are only selling them to the Grovem- 
ment. 

Mr. Grassley. I presume you are talking about defense contractors. 

Mr. Flynn. Eight. 

Mr. Grassley. You mentioned GSA. 

Mr. Flynn. Well, we were looking at similar pricing in GSA. DSA 
buys many of the similar items that GSA does. We have also looked 
at defense procurements, as I say, and in many cases, items listed as 
catalog items, have not had substantial sales to commercial customers 
and in many cases appeared to be more in the way of specific items for 
defense. 

I think there is a provision to increase the percentage of sales to up 
to 75 percent that would have to be commercial sales. We think that is 
a good provision. It would be an excellent provision to help clarify 
the situation. 

Mr. Grassley. You don't think that is going to adversely affect 
small businessmen who only have one product line ? 

Mr. Flynn. I don't see why. We want the small businessmen to 
make a good profit but not an excessive profit. I don't see why a small 
businessman shouldn't make an adequate and fair profit but not an 
excess of profit. 

Mr. Grassley. It will be difficult for the small businessman to get 
75 percent outside sales I would think. 

Mr. Flynn. In that case it would be priced on the basis of negotiated 
reasonable prices to the Government. 

Mr. Grassley. Thank you. 

Mr. KoussELOT. I have some additional questions. 

Mr. MiNiSH. I haven'tliad questions yet. 

On the basic issue, do you think the Board can rely on contractor fil- 
ings? 

Mr. Gutmann. Not excusively ; not without review and evaluations, 
if only on a test basis. 

Mr. Mixisii. You are recognized, Mr. Rousselot. 

Mr. Rousselot. Mr. Guttmann, there were, previous questions about 
the cost/benefit study on the Renegotiation Board's activities to deter- 
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mine if in fact the Board is performing a worthwhile service. I know 
that in the 1971 report, as I recall, that wasn't really delved into. What 
would you estimate it would require in time to do that kind of study 
by your a^ncy ? The reason I ask is we are doing cost/benefit ratios 
on everything. We do it on dams, on everything. Cars, as it relates to 
polluting the air and all of these things. I think the time has come 
when we ought to find out if there is a cost/benefit ratio for Govern- 
ment agencies. Since you are our auditing arm, what do you think it 
would take in time to do that ? 

Mr. GuTMANx. We can show that recoveries in the past have more 
than offset the investment in the Board. There is no doubt about that. 
My point is that the benefits, salutory effective of having a board, can- 
not be quantified and therefore 

Mr. KoussELOT. Cannot be what? 

Mr. GuTMANN [continuing]. Cannot be quantified, measured. We 
don't know the total beneficial impact of having a board other than 
the recoveries of the excess profits that they have made over the vears. 

Mr. RoussELOT. Mr. Flynn, do you want to comment on that? 

Mr. Flynn. We don't know the actual amount of excess profits that 
exist. We only know the amomit that has been recovered through the 
Board's action. But there — Admiral Rickover estimated it from $700 
million to $1 billion. 

Mr. RoussELOT. Do you know where he got that figure ? Did you run 
into that yourself? 

Mr. Flynn. No. 

Mr. RoussELOT. It is an elusive figure at this point. 

Mr. Flynn. We don't have a basis for projecting it. 

Mr. RoussELOT. I forget to ask him that. The reason I ask tihis ques- 
tion is because since the General Accounting Office is an arm of Con- 
fess and we so consistently put this mandate on other projects that 
Congress votes on, that is a cost/benefit ratio with which I am sure 
you are familiar in the General Accounting Office, say, related to a 
proposed dam. Well, I think President Carter is looking at a lot of 
water projects to see in fact if there is a long-term cost/benefit ratio. 

I was just trying to get some kind of idea of how long it might take 
you to apply it. How long would you guess, Mr. Gutmann, and maybe 
you woida rather take time to reply to this, that you think it might 
take to do a cost/benefit ratio study of this particular Board. We might 
apply it to others too, 

Mr. Gutmann. Well, sir, let me answer that this way. Most of the 
cost/benefit studies that are made whether they are made by the Gen- 
eral Accounting Office or the Department of Defense include in them 
some number of assumptions rather than facts. 

Mr. RoussELOT. As the gentleman knows, there are a lot of assump- 
tions in this. We have had a lot of people come here and say they 
cannot define excess profit. 

Mr. Gutmann. If I were to make a cost/benefit study I would have 
to make an assumption as to what percentage of the total Department 
of Defense contract awards 

Mr. RoussELOT. Or all Government awards. You testified you think 
all agencies 

Mr. Gutmann. All Government, yes. The Commission recommended 
the civil agency be included in renegotiations, as you know. If I 
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won> to make an estimate, let us say the Department of Defense pro- 
ouit^mont Is $40 billion. And if I said to myself, well, the Ren^otia- 
tion lio«nl\s cxistenoe without making any excessive profit becomiM 
a spceilio thing would result in a reduction of 1 percent in that bilL 
Wo havo $4()(> million. That would be on the benefit side of the 
tM^uation. You sih^ what I mean. Every cost/benefit analysis for some- 
thing that is going to happen into the future has to have scxne aaBmnp- 
tions with it, 

yU\ Roi*ssKi,oT. T understiind that. T also understand your statement 
in the past of j'our agency, that just in the fact that it is there, tlie 
agency or l>oanl, has st>me beneficial effects though it may be neb- 
uTou?4y i^eroeiN-ed Ux^ause the board itself cant rwdly maloe an csti- 
nuUe of how nnioh exi'^^ive profit it ha;? deterred. 

We sav there is a policeman on the comer and we say how many 
!>J[>UNrie^ didnt txvur because the policeman is there. In this case tbm 
are ti\>^ either agencies long before we have gotten to the Benepitia- 
tion l^Minl that ha>*^ been the policeman, have had that OToni^ 
!\>six^n5^\bility. 

And in e^MU>e the 1971 report of your own agency, more tbis^ 
hav^ g^M)o into pla\v to proieoi the taxpayer's dollar in that- vay. Am 
Uvause thi$ IVvird is at the tail end of this process and reaDy k aHKb 
af^1^r the f^i-t^ 1 g>h>!5«i that is the i|inestion that some of ns bare as to 
what i\xi8l het^etit ratio caji we a^ign. I realijoe there have to be k- 
snmpt>^>i\s g^>ix\g in. What \"t« benefit ntio can we assii^ to 
IVvirv) simv it basioallv wns started during a war. We are i 



m war. IX^ wu sup^x%^ \xm could nuike such a stndy in € sflaafca! 
Mr. ii\^A*N\ Sir, iVouM make a smdy and «»e «p wiib a 
li45>ire in ^ n\inuty^ 1 just did six Beirause of the nne^^rtainues niTcihvd. 




it is pxxr^^ s^yvnUatioiv Tl>en^ is no amount of sn>dyiidr tkat I 
xU^ that >i^w)ld nNlxKv that sf^^ulatkei to a facnal sckxchibhl If I 
sjw^lattsi^ fivr exanxpK that if 1 perwftt of the ^'^ Hlfion f 
lwa«v^ the l^^ni exists^ it wxwKi 1%^ ^X* miUk«L. TVax is 
ail a2!5?«n>>>t>iMi as am\«>e in this nxwn wm make- TSere is ii»1 
Af ^i«>ins it. 
Mr. V\ \XN\ v\Hi)d I a.id oDe ociier poun. 
Mr. MixxsHs Mr. Rixjssekc. tiiis is past xvmr time aj!aiiL 
MTs Kk>^ -^ssn oT. TSe^>^ *r«ft\ many <rf war v-vilteasnie? ier* -wi* 

Mr FxTxw T::ir 1 «>f tIv IVffTiSif Prc^n.rinci A« pirvioaes 
.NtwtrarftWs iia^^rtit to a.-v>w ii-owrtmKr.i i>rarr»fts. S^ieai^ 
Sm liiew* ^ TiK» ycv>Ti5ooit i tiai >av f^Tc r-ririr^r snri rracrw^ Ci 

Koaw^pWiatx^m Ac^. Hwc Tvrv^^oes tie <r2>ecsL. lUTniroJi fraiT,, it Tav 
:^n$ta3>.>es ^-beiTT IVifBt* his to owC ^oti scr^wrAr r«Drrar5/cs^ tm^t a 

Tiv<^r> The ]i<ciM4N«-a^.iii: A.-^ ivrvvs & ^w*i ^icrw^sr ir I3»i«« c?i 
Mr U-^i^s^jai^^ir. I *'*Tifi ^:ikf :«r- p;<rsiK tia; rcrrher jhe Try 

V^ \hvjsafc M* >8yec^frs. t-.^h a::r -^^j^ctaBK. 
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Mr. Chairman, I have been reading a letter here and admittedly it 
is not an objective source. The Department of Defense is against this 
bill, or at least parts of it. And I have a letter here on which perhaps 
you as a representative, as I understand it, of the GAO might perhaps 
be able to sned light. This is a letter from the Acting Greneral Counsel 
of the Department of Defense dated February 16, 1977. And it points 
out that 90 percent of all of the dollars for construction are bid or 
awarded competitively. It notes that the Board states that competi- 
tively bid construction contracts are "by no means always free of 
excessive profits" and there is the "clear possibility of excessive 
profits. 

I wonder if you know whether there is any objective evidence to sup- 
port such a statement, and if you have the objective evidence perhaps 
you could either supply it for the record or recite it now. 

Mr. GuTMANN. This is a letter from the 

Mr. Steers. Acting Greneral Counsel, Mr. Neiderlaner, dated Feb- 
ruary 16, 1977, and the letterhead reads "General Counsel of the 
Department of Defense." In fact, I will give jrou a copy of the letter if 
that would be of assistance to you. You might want to supply an 
answer later. But from your own observation, would you care to say 
how excessive profits can occur in an area where 90 percent of the 
construction is done under competitive bidding — if, in tact, the figure 
really is 90 percent. 

Mr. GuTMANN. I, of course, would have no way of knowing what 
the (Gteneral Coimsel's basis is for his statement. He possibly is re- 
ferring to competitive negotiations rather than competitive in the 
sense of advertised, fixed price contracting. In other words, in con- 
struction procurement, there is first a selection of architect/engineers. 
Then there is a selection of a builder. In the selection of a builder 

Mr. Steers. Section 11(c) of the bill, which I am getting a copy 
of here, apparently our chairman has eliminated the former exemption 
for competitively bid construction contracts. I thought maybe you 
could shed some light. Of coui'se I don't know whether I will have 
the opportunity to ask the chairman this question so I thought I would 
askyou. 

Mr. GuTMANN. I am unable to respond here. I am not aware of the 
situation you described. 

Mr. Steers. Thank you very much. 

That is all I have, Mr. Chairman. 

Mr. Bousselot. Mr. Chairman, one more quick question. 
^ Mr. MiNiSH. Mr. Bousselot, I have no objection to spending all the 
time you want but I want to assure mj colleagues that if we have to 
stay here until 9 a.m. tomorrow mommg the bill is going before the 
subcommittee. Now you can take the next 5 minutes. 

Mr. RoussELOT. I appreciate your graciousness, Mr. Chairman. 

There is a sunmiary report done by the Department of Defense 
called "Profit 76." Are you familiar with that ? 

Mr. GuTMANN. "Profit '76" ? Yes, sir. 

Mr. RoussELOT. The essence of the report^— and I realize it is done 
by the Department of Defense so obviously it is totally suspect, so we 
will start from that point — which in its forward — are you all aware 
of it? 

Mr. Fltnn. Yes. 

Mr. GtJTBCANN. Yes. 
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Mr. RoussELOT. It seems to indicate — and this has been done since 
we have had our hearings last year so it is new material for us — ^that 
there is a concern for all kinds of reasons that the profitability in 
defense subcontracting and contracting has been ground down some- 
what which is probably good for the taxpayers, I guess. 

And therefore, that there is a deterrent effect that comes into play 
in getting quality people to bid on contracts or even to come into the 
svstem because of this grinding down process and that at some times 
that leaves the Defense Department in the position of not being able 
to get the kind of quality products it wants because they don't want 
to go through the hassle. Have you had a chance to analyze this report, 
Mr. Gutmann? 

Mr. Gutmann. Yes, sir. 

Mr. RoussELOT. What is your comment on it ? Is it a distorted report ? 
Is it of any value or should we disregard it ? 

Mr. Gutmann. I think it is a valuable report. 

Mr. RoussELor. It has value. 

Mr. Gutmann. Yes, I know there has been concern in the industry 
and the Department of Defense about the level of contractors' profits. 
"We are referring here in part to going-in profits and that is the profits 
that are negotiated at the outset, naturally. The study and reconmien- 
dations of the study go to that particular point, how are you going to 
arrive at a price that appears reasonable. 

Mr. RoussELOT. And does not include excessive profit pricing? 

Mr. Gutmann. Does not include excessive pricing, right, excessive 
costs. The test of the negotiation process is in the final analysis how 
the contractor came out on that deal he made. Sometimes he makes an 
excessive profit, there is no doubt about that. 

Mr. RoussELOT. Does that happen, in your judgment, very often? 

Mr. Gutmann. I think it happens frequently. How frequently I 
don't know. It would take a very, very lengthy study to come up with 
conclusions on that score. 

Mr. RoussELOT. So we don't have firm figures on how frequently it 
occurs? 

Mr. Gutmann. No. 

Mr. RoussELOT. Then you think there is value to the report and both 
you and Mr. Flynn — I saw you nodding your head. 

Mr. Flynn. The important thing I noticed in that report was de- 
fense profits when compared with general profits of commercial indus- 
tries that FTC had accumulated data on, when you looked at return 
on capital, the Department of Defense work is equally or more profit- 
able than the conmiercial-type work. 

Mr. RoussELOT. It is greater. 

Mr. Flynn. Yes. 

Mr. RoussELOT. Is it excessive ? 

Mr. Flynn. Well, the trouble is there certainly are excesses buried 
in those averages. 

Mr. RoussELOT. Does the report show it is excessive? 

Mr. Flynn. It is dealing with overall averages. It isn't breaking 
out excesses. 

Mr. RoussELOT. So the stndv as far as it froes doesn't show t^at 
excessive profits are kind of the windfall of the day kind of thing. 

Mr. Flynn. Not on an overall basis. 
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Mr. RoussELOT. I realize we have to so vote. 

Mr. MiNiSH. Thank you very much. The subcommittee will recess 
until 2 :30 p.m. The first witness on our return will be the gentlemen 
from the Department of Justice, Irwin Groldbloom. I want to apologize 
for the delay. 

[Recess.] 

Mr. MiNisH. The subcommittee will come to order. 

Mr. Goldbloom, you may proceed, sir. 

STATEMENT OF IBWIH OOLDBLOOH, DEFDTT ASSISTANT ATTOS- 
NEY GENERAL, CIVH DIVISION, DEPARTMENT OP JUSTICE 

Mr. GrOLDBLOOM. I am Irwin Groldbloom, Deputy Assistant Attorney 
General for the Civil Division of the Department of Justice on ILR. 
4082, a bill to revise and extend the Renegotiation Act of 1951. 1 have 
with me Stanley Rose who is the chief of the Economic Litigation 
Section of the Civil Division and James Merow, who is chief of the 
Court of Claims Section in the Civil Division. 

I have a lengthy statement which I hope to submit for the record, 
and I will try to summarize it briefly. 

Mr. MiNiSH. "Without objection, so ordered. 

Mr. Goldbloom. The Department's chief concern with this legisla- 
tion stems from its responsibility under section 108 of the Renegotia- 
tion Act of 1951 (50 U.S.C. Ap. 1218) to defend against pietitions filed 
in the Court of Claims. These appeals are filed by contractors or sub- 
contractors who are dissatisfied with the determination of the Renego- 
tition Board as to the amount of excessive profit realized on their 
contracts or subccmtracts which are subject to the provisions of the act. 

The Department of Justice does not appear before the subcommittee 
to take a position with rejs^ard to the merits of renegotiation or whether 
the act should be continued. However, if renegotiation of defense- 
related Grovemment contracts is to be continued, certain change© 
should be made to the basic law before it is reenacted, for reas(ms 
which I shall describe. 

During the period of 1951 to 1970 the Board issued 4,000 excessive 
profit determinations and of these only 203 were appealed to the court. 
Of these 203 appeals only 39 were tried by the Tax Court during this 
20-year period. In 1971 the Court of Claims took over from the Tax 
Court and shortly thereafter the Court of Claims decided the Lykes 
brothers case, which reversed the Tax Court by stating among other 
things that the entire Renegotiation Board procedure, had little or 
no significance in court. 

In this case the court also placed the burden of showing excessive 
profits on the Government. As a result, administrative excessive profits 
recapture rapidly deteriorated to a point where in fiscal 1976, 24 out 
of the 25 unilateral Board orders were appealed to the Court of Claims 
and oyer 20 years of agency expertise is now of no bearing on the 
litigation of the Court of Claims. 

As the matter now stands, the parties must stage — and by parties I 
mean the contractor and the Government/ — expensive and involved 
antitrust-tvpe trials to establish the extent of competition in the in- 
dustry and appraisement of a contractor in the hierarchy of specific 
peers within that industry. 
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Mr. Chairman and Members of the SutTcoramittee: 

I am Irwin Goldblopm, Deputy' Assistant Attorney General 
for the Civil Division, Department of Justice and I 
appreciate the opportunity to appear before this Sub- 
committee to present the views of the Departra*2nt of 
Justice on H.R. 4082, a bill to revise and extend the 
Renegotiation Act of 1951. 

The Department's chief concern with this legislation 
stems* from its responsibility under Section 108 of the 
Renegotiation Act of 1951 (50 U.S.'c. App. 1218) to defend 
against the petitions filed in the Court of Claims. Tliese 
appeals are filed by contractors or subcontractors who 
are dissatisfied with the determination of the Renegotia- 
tion Board as to the amount "Of excessive profit realized 
on their contracts or subcontracts which are subject to 
the provisions of the Act. 

The Department of Justice does not appear before the 
Subcommittee to take a position with regard to the merits 
of renegotiation or whether the Act should be continued. 
However if renegotiation of defense related Government" 
contracts is to be continued, certain changes should be 
made to the basic law before it is reenacted, for reasons 
which I shall describe. 

It will be useful to start with a bit of history. 
I>uring the period of 1951 to 1970, the Renegotiation Board 
made 4,000 determinations of excessive profits. Out of 
this number, there were only 203 appeals for review in 
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the Tax Court and pf these 203, 39 cases were tried by 
the Tax Court in this 20 year period. Settlements between 
the Government and defeinse contractors were the general 
rule and thus there was no need for expensive and 
time-consuming litigation. 

On July 1, 1971, jurisdiction over determinations 
under the Renegotiation Act were transferred from the 
United States Tax Court to the Court of Claims (P.L. 
92-41, 85 Stat. 97). 

Irt one of the first decisions rendered by the Court 
of Claims, Lyk e s Bros. SS. Co. v. United States , 195 Ct. 
CI. 312, 459 F.2d 1393 (1972), it reversed 20 years of 
Tax Court precedent and, in the process, severely compli- 
cated the trial of Renegotiation Act cases. From 1951 . 
to 1971 the Tax" Court' had a consistent practice of affording 
a presumption of validity to the determination of the 
Renegotiation. Board. While d£ novo litigation was the 
rule before the Tax'Court, nevertheless, the parties 
had the benefit of the Board's expert profit ruling on 
which to key their litigation efforts. Accordingly, the 
extensive work the Board had accomplished prior to liti-* 
gat ion was put to valuable use in the de novo Tax Court 
litigation. 

This long-term practice came to an end with the . Lykes 
Bros. SS. Co. decision. The Court of Claims ruled that .. 
there was no legislative history which required the 
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Court to follow the Ta;^ Court's procedure. Instead, the 
Court of Claims in LyKes deprived the Renegotiation 
Board determination of any significance and placed the 
burden of ' proof as to excessive prof it . amounts, if any, 
upon the Government. Thus,- the benefits of an extensive, 
time-consuming and costly administrative process are held 
for naught simply by the filing of a petition before the 
Court of Claims. 

While the burden .of proof allocation by the Court 
of Claims is significant, the most serious impact on the 
renegotiation process caused by the Lykes decision results 
from the Court's action in denying a' presumption of 
correctness to the Renegotiation Board's profit determina- 
tions. In the absence of this litigation guide-post, the 
Court of Claims has proceeded to require the development 
of an alternative objective profit standard. The Court 
now requires proof for each case as to what a "competitive" 
reasonable profit in the industry concerned would be to 
compare with the contr.actor 's profit under review in 
order to determine whether any excessive profit exists. 
Major Coat Co. v. United States , Ct. Cl^ , 543 F.2d 
97 (1976), This means that rather than keying the 
litigation to showing that the Renegotiation Board was- 
right or wrong as was essentially the case in the Tax 
Court, the parties mus-t now, in adversary litigation, 
deal with such complex issues as the extent of competition 
in the industry concerned, and the "competitive" profit 
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earned by comparable competitors. Extensive and restric- 
tive discovery requirements have been imposed in an attempt 
to reconcile the Court's expressed need for objective 
comparative industry profit data with the rights of the 
individual concerns who are not involved in the litigation 
to maintain the privacy of their confidential business 
records. Instruments System Corp. v. United States , 
Ct. CI. Nos. 338-73 and 339-73, Marinette Marine Corp. ' v. 
United States , Ct. CI. No. 213-74 (Slip Ops., Dec. 15, 
1976). This problem of obtaining comparative profit data 
is further complicated by the Court of Claims rxiling, ' 
in the cited cases, that composite data (such as that 
obtainable" from published IRS statistics) is not acceptable 
as opposed to data to* be obtained from individual competitors. 

The effect of abandoning the established Tax Court - . 
guide-post of utilizing the Board's decision to form, the 
profit level which would prevail absent any differing . 
showing by the parties is to make Court of Claims trial 
proceedings into complex open-ended adversary proceedings 
requiring the expenditure of excessive amounts of time 
and money by both parties in order to forraulaite reasonable 
industry profit levels for comparison- purposes in each 
case. It, furthermore, imposes a- burden on Government 
counsel who are required, in the Context of defending . 
litigation, to develop de novo justifications for excessive 
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profits determinations. 

The best indication as to what is the natural out- 
growth of the Court of Claims* approach can be seen in 
the statistics reflecting appeals taken from the Rehegotia-. 
tion Board's decisions. From the situation in the Tax 
Court where relatively few of the Board's decisions resulted 
in litigation, we have progressed to a situation where 24 
of the 25 unilateral decisions rendered by the Board in 
Fiscal Year 1976 have resulted in suits filed by contractors 
before the Court of Claims. Moreover, in over. 4, 000 
excessive profit determinations prior to 1976 some 86% 
were made as a result of agreements with contractors. . 
This figure dropped to 46% in 1976. [Renegotiation Board 
Annual Report 1976, Pp. 16-17]. Obviously, contractors 
consider that the present system not only favors but 
encourages litigation. At present there are some $110 
million in Renegotiation Board excessive profit determina- 
tions pending before the Court of Claims for resolution. 
We are interested in establishing a procedure whereby 
the intent of the Renegotiation Act can be best carried 
out both at the Board level and before theCourt of Claims, 
it will be futile, however, to improve the Renegotiation 
process at the Board level as H.R. 4082 is designed to 
accomplish, unless the Board's determinations serve some 
useful purpose. . If all cases are to be subjected to full 
de novo litigation before the Court of Claims with no 
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regard for the prior Board action, a question is raised 
as to the need for any Board action^ Rather, it would 
make as much sense in this .circumstance to have the Depart- 
ment of Just.ice obtain the required filings by contractors 
as to their renegotiable profits and be authorized to audit 
their recor-ds and institute suit against contractors when 
it is determined that a successful case could be established 
by means of adversary de novo litigation. 

However, in our view, just the reverse should be 
the case. As the Board's proceedings, and ability to. 
develop needed 'information,- are improved by such desirable 
provisions as .the audit and subpoena powers, even more 
reason will exist as to why significance should be afforded 
to the Board's decisions in any ensuing litigation. The 
Tax Court, we consider, held the correct view of Congressional 
intent in this respect and the provisions- of H. R. 4082, 
in further improving the administrative process before the 
Board, make this clear. The fact that Congress has always 
mandated that the amount of the Board's decision be paid, 
by a contractor, or subcontractor unless a bond is posted 
[Section 108, Renegotiation Act of 1951] is a further 
indication of Congressional intent that significance be 
afforded to the Board's decision. 
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There 'is no appreciable difference between determining, 
appropriate levels of profit and any other similar determina- 
tions which are commonly reached by the numerous administra- 
tive agencies of the Government whosie' decisions are then • 
subject to judicial review not on a de novo - basis, but 
under the criteria set put in the Administrative Procedures 
Act, 5 U.S.C. 701, et seq . It is not necessary that the 
Renegotiation Board procedures be placed under the Adminis- 
trative Procedures Act to accomplish this desirable result. 
For example, by enacting the so-called "iVunderlich .Act, 
41 U.S.C. 321, 322 (1970), Congress placed judicial review 
of the decisions of contract appeals boards under criteria . 
similar to that of the Administrative Procedures Act/. but- 
those boards, which rule on millions of dollars of Govern-, 
ment contract claims annually, were not placed under the 
Administrative Procedures Act, United States v. Carla 
Bianchi & Co . , 373 U.S. 709 (1963); United States v. Utah 
Construction fc Mining Co. ,. 384 U.S. 394.(1966). 

In our view, the expertise obtained by the adminis- 
trative agency responsible for the resolution of excessive 
profit determinations should be put to use and the reasoned 
decisions obtained fi*om the Henegotiation Board should be 
judicially reviewed on the basis of the record developed 
before the Board. 

This does not mean. that the Board would necessarily 
have to hold trial-type hearings in each case. For example. 
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in ruling on the finality of the decision of the Commerce 
Department Board which accumulates construction cost 
data and determines the construction-subsidy awards to 
put American flag-owners on a parity with foreign compe- 
tition, the Court of Claims compelled a due process proce- '. 
dure short of full-scale trials, noting: 

Full-scale evidentiary hearings 
would be costly for both parties, time- 
consuming, and not so surely productive 
of a fairer, or more accurate, subsidy ' 
determination in these cases as to 
warrant imposition of such a burden. 
This is an instance, we believe, in 
which the need, at the administrative 
level, is not for a forma^l trial but for • 
better "opportunity for party participa- 
tion in the determination of the govern- 
mental action," for "consultation or con- 
ferences, not big open hearings," and 
for "a detailed statement of what is . 
contemplated, with an invitation for 
written comments or data," 

Moore-McCormack Lines, et al . v . United 
States , 188 Ct . CI. 644, 580 (1969T":; 

Accordingly, in view of the improvement to be expected 
in Renegotiation Board proceedings,' we recommend that 
Sections 105 and 108 of the Act be amended to delete de novo 
review and to substitute the judicial review standard now- 
applicable to all contract appeal board decisions as 
set forth in 41 U.S.C. 321, 322. This standard has worked 
most satisfactorily in numerous types of contract disputes 
including those dealing with issues of fair profit. An 
example is the ruling by the Court of Claims concerning the 
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decision of the Armed Services Board. of Contract Appeals 
on the fair and reasonable profit to be earned by Newport 
News Shipbuilding and Dry Dock Company on the construction 
of the. aircraft carrier -RANGER. Newport News Shipbuilding 
and Dry Dock Co. v. United States , 179 Ct. CI. 97, 374 
F.2d 516 (1967). 

The Wunderlich Act, 41 U.S.C. 321, 322, was enacted 
in partial response to objections as to the lack of due 
process then found in some administrative contract dispute 
proceedings. Hov/ever, the provision of a "substantial 
evidence" review standard, coupled with the statutory 
authority possessed by the Court of Claims (28 U.S.C. 1491) 
to remand cases to boards when procedures were deficient, 
solved the "due process"" complaints.. See Capobianco v. 
United States , 184 Ct. CI. 160, 394 F.2d 515 (1968). 

. Accordingly, similar to the situation involving the 
enactment of the Wunderlich Act, 41 U.S.C. 321, 322, the 
provision of the same judicial review standard to decisions 
of the Renegotiation Board coupled with the existing 
remand authority of the Court of Claims would afford the 
needed and intended significance to Renegotiation Board 
decisions but, at the same time, will insure that justice 
is done for both the contractor and the Government,. This- 
will also insure that full presentations are made by con- 
tractors to the Renegotiation Board, and not reserved 
for de novo trials, and that the expertise of the Board 
•will be put to its fullest possible use in accordance with 
the intent of the Renegotiation Act. 
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Alternatively, while less desirable than confornjing 
judicial review to the standard now applicable to most' 
other contract-type disputes, as a minimum, the prior 
significance afforded by the Tax Court to the Renegotia- 
tion Board decisions should be reinstated if de novo 
litigation is also to be retained. 

This cai) be accomplished isimply by amending Section 

108 of the Act to insert immediately after the fourth 

sentence a new sentence as follows: 

In such a proceeding the determination by . • 
the Board of both the existence and the ex- 
tent of excessive profits realized by the 
contractor or subcontractor shall be pre- 
sumed to be correct and the burden of 
proving that any lesser sum is excessive 
shall be on the contractor or subcon- 
tractor and the burden of proving that any 
greater sum is excessive shall be on the 
Government. 

Given the fact that the litigation over excessive profits 

concerns the contractor's records, as to its own profit, 

and the records of the industry in which the contractor 

competes, as to comparative profit, such a distribution 

of burdens is eminently fair to. all concerned. Replacing 

such a limited burden on contractors is. also a logical 

step which flows from the provisions of .H.R. 4082 (Section 

6) which. doubles the present Section 105(f) exemption of 

coverage of $1,000,000 in fiscal year receipts to $2,000,000. 

The Court of Claims abandonment of the Tax Court practice 

was due, in part, to the fact that a number of the suits 
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before the Court involved small contractors. [Order * 
of February 4, 1977, Major Coat Co. v. United States , 
Ct. C1-. No. 31-72, concurring statement of Judge Nichols]. 
With the doubling of the floor for coverage and the provi- 
sions in H.R. 4082 which require product line and divisional 
analysis of profit (Section 4, amending present Section 105) 
there is removed any valid basis for allocating burden of 
proof on the basis that contractors subjected to Renegotia- 
tion will be only small. Rather, a realistic allocation ' . 
of burden based on resources the Government can reasonably 
allocate to recovery of excessive profits accruing from 
the payments made by- the Government to its contractors 
would dictate that the entire burden be placed on contractors 
to demonstrate that the profit so pbtiained from the tax- 
payers* money was reasonable. However, we do not urge 
this. If de novo litigation is not to be eliminated in 
favor of judicial review on the basis of the Boar<3*s 
record, then we only advocate a return to the Tax Court 
system where the Government still has the burden of 
establishing any greater excessive profit than that found 
by the Board and the contractor has the burden of establishing" 
that any amount of excessive profit less than that determned 
by the Board should be found by the Court. 

Such a provision is necessary under present litigating 
circumstances because, although nominally a defendant, 
the United States is now required to prove by a preponderance 
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of the evidence both that the contractor realized excessive 
profits and then the amount thereof. Because the Court 
of Claims has ruled' that the Board's action enjoys no 
presumption of validity in the litigation, the. Government . 
must in effect- start all over once the lawsuit is filed. 
Thus, in the present setting, at least during the early ; 
stages of the lawsuit, the Government must both defend . 
against the plaintiff's Petition which alleges no excessive 
profits and, at the same time, attempt to determine' 
whether excessive profits in' fact exist . In short, the • 
contractor is presently permitted to begin a lawsuit which 
the Government must prove by evidence and analyses which . 
have yet to be developed, if possible. Exper.ience has' 
shown that, on average, it takes at least one year for 
the Department to. develop the kind of information necessary 
to determine whether and to what extent a contractor may 
have realized excessive profits. 

Finally, there are several technical points we would 
like to make concerning the bill as drafted. 

1. Removal of the termination date . 
. If de novo review is eliminated as recommended above, 
then this provision is desirable. However, if only the pre- 
sumption of correctness is restored to the Board^s decision, 
the Department would recommend, at roost, a five year 
extension to ascertain if this limited change cures the _ 
present judicial review problerts. 
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2. Interest on amounts of excessive profits ^ 
The proposed bill, as written, apparently deletes 

the section of the existing Act which provides for and 
specifies the . procedure by which interest is to be calculated. 
This should be reinstated. 

3 . Audit of financial statements, books and records . 
The provisions of this audit requirement may be 

argued to conflict with Section 107(d) of the current Act 
(50 U.S.C. App. .1217(d)) . In order to insure that the 
Board will obtain the audit support it requires ' in the 
most economical manner, H.R. '4082- should be amended to 
make clear that obtaining such audit support from any- 
agency personnel is not a "delegation" of any function,, 
power, or duty by the Board. Similarly, H.R. 4082 should 
biB amended to make it clear that Federal tax' returns 
showing the profit reported by any concern subject to 
Renegotiation can be released to any auditors performing 
the audit support needed and disclosed in any appeal 
litigation which may ensue as provided by the Act. This 
is desirable in view of the provisions of the Tax Reform 
Act of 1976. TFinaily, it should also be made clear that 
the Board's audit authority extends not just to submissions 
made by contractors but to any of the contractor's books 
and. records needed to develop the profit information the 
Board requires to carry out the intent of the Act. 

Time has -not permitted our obtaining the views of the 
Office of Management and Budget in the relationship^ of this . 
testimony to the program of the President. 
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Mr. MiNisH. I have instructed the staff to work with you and get 
your views on the language. We appreciate the constructive sugges- 
tion you made. I don't have questions at this time. 

Mr. Eousselot. 

Mr. Eousselot. As I understand, you want to put the burden of 
proof on the contractor ; is that right ? 

Mr. GoLDBLooM. That is correct. 

Mr. Eousselot. You disagree with the court decisions on that issue? 

Mr. GoLDBLOOM. We disagree with the court decisions because we 
believe it has made it very difficult, if not impossible, under the cur- 
rent bases, to understand what the court is looking for, but more 
importantly and I think this is the crucial factor, if the renegotia- 
tion process which the bill before the subcommittee is interested in 
refurbishing is to have any meaning, it has to have meaning which 
lasts beyond the conclusion of the renegotiation proceeding itself. 

The changing of the burden-of-proof standard in the Court of 
Claims effectively renders the entire Board proceedings a nullity, 
or of no consequence. 

You are forced to start over from scratch in the Court of Claims. 
This makes -for a burdensome, expensive proceeding not only for the 
Government, but I'm sure for the contractors as well. 

Mr. Eousselot. Except when they feel they have been right, that's 
the contractor. 

Mr. GoLDBLOOM. We are not suggesting that the contractors should 
not have the right of appeal. We think it is essential that they do 
have the risrht of appeal. Since the beginning of renegotiation in the 
post- World War II period they have had the right of appeal. 

Mr. Eousselot. Have you got your language for change ready 
right now ? We are going to markup in 10 minutes. We can hardly 
wait to get at it. 

Mr. GoLDBLOOM. We have suggested language for change in terms 
of a change of the burden of proof. 

Mr. Eousselot. That is what I understand. 
Mr. GoLDBLooM. We have that. 

Mr. Eousselot. I don't asrree with that, but we have that language 
readv. We're going to markup at 3 o'clock. 

Mr. GoLDBLOOM. Yes. It is in our statement and — it's in our pre- 
pared statement; yes. 

Mr. Eousselot. Is this the language then? 

In puch a proceeding the determination by the Board of both the existence 
and the extent of excessive profit realized by the contractor or subcontractor 
shall be presumed to be correct and the burden of proving that any lesser sum 
is excessive shall be on the contractor or subcontractor. 

Mr. GoLDBLOOM. Yes. 

Mr. Eousselot. "And the })urden of nroving that any greater sum 
is excessive shall be on the Government." 

Mr. GoLDBLOOM. Yes. 

Mr. Eous8Ei/)T. How can vou go for that kind of position when we 
have had witness after, witness who cannot define what "excessive 
profit" is? That's what the arsrumelit is all about. Doesn't that do 
gl*6at damage t6 their civir rights? 

Mr. GOLDBLOOM. No. 
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Mr. EoussELOT. Then you explain how it doesn't. The courts have 
evidently not agreed with you, either. 

Mr. GoLDBLOOM. From the very earliest time when renegotiation 
was first instituted in 1942 and more formalized by the creation of 
the Renegotiation Board in the 1951 act. The statutes have contained 
a definition, albeit broad and nonspecific 

Mr. RoussELOT. You are a good lawyer. Would you know who to 
try a case on the basis of that? 

Mr. GoLDBLOOM. I think I would. 

Mr. EoussELOT. I would like to have that input. 

Mr. GoLDBLOOM. The statute has a statutory definition of excessive 
profits and the courts have used that standard. The Tax Court used 
if for more than 20 years because they had jurisdiction goinff back to 
the 1942 Renegotiation Act. The Court of Claims has used it since 
they obtained jurisdiction in 1971. My feeling is that the courts have 
not complained about the difficulty of applying the statute. There are 
problems, perhaps, about the standards to be used and the nature of the 
evidence to be used to support the standards and the statutory frame- 
work, but there is a definition in the statute which I think has served 
the Government well over the years. 

It's in section 103 (e) . 

Mr. RoussELOT. Hasn't it been shown in the court to be subjective? 
Hasn't that been the problem ? 

Mr. GtDLDBLOOM. There is no question about it. Some elements of that 
section are subjective and decidedly so and some elements are objec- 
tive and decidedly, too. 

Mr. RoussEOLT. If you and the court can't decide that subjective 
matter, how do you expect the Congress to decide it in this language? 

Mr. GoLDBLooM. From the earliest times Congress gave to the courts, 
first the Tax Court and subsequently the Court of Claims, the respon- 
. sibility of administering the statute in terms of judicial review. They 
have at all times given administrative responsibility to the Renego- 
tiation Board. 

Mr. RoussELOT. You have had difficulty in sustaining the points of 
the Board because of the issue of lack of definition of excessive profits? 

Mr. GoLDBLOOM. Xot so much because of lack of definition, but be- 
cause of the burden of proof. The Renegotiation Board has an addi- 
tional responsibility and presumably the expertise to apply the statu- 
tory standards of excessive profits and we would hope that in an ad- 
ministrative renegotiation proceeding the Board would develop a rec- 
\ ord and an opportunity for the contractor to present its evidence be- 
fore the Board in a due process type 

Mr. RoussELOT. That is why these contractors have gone to courts so 
many times because it is so subjective. This is the crux of this issue 
and we have two of us here in the subcommittee hearing listening to 
this critical subject. You are asking to put new language in the bill 
that is critical to the whole issue of the subjective nature of excessive 
profits and we have two people here to listen. Terrific. 

Go ahead and complete any statement you want. I know you are in 
a hurry to mark up by 3 o'clock. 

Mr.MiNisTi. We will mark up if we have to stay here all night, my 
dear friend. You can go on. 
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Mr. RoussELOT. OK. Fine. 

Could you describe the cost savings that could be realized by imple- 
menting the Wunderlich Act rather than under the Admimstrative 
Procedures Act in the determination of Renegotiation Board cases? 

Mr. GoLDBLooM. Let me try to answer the question this way. In a 
sense, the courts have held that the nature of a due process proceeding 
at the administrative level bears an important relationship to what 
kind of a proceeding it is. 

Now, we have not used the term "administrative proceeding" be- 
cause sometimes that is determined to be a term of art and it means 
something that is trial type with hearing examiners, or administrative 
law judges in some agencies. The Wunderlich Act type of administra- 
tive proceeding smacks of all of the elements of APA, Administrative 
Procedure Act type of proceedings. 

What we are talking about is a proceeding before the Renegotiation 
Board which gives the contratcor a full opportunity to be heard by the 
Board, to present its evidence to the Board, an opportunity to make a 
record and have that record created in a fashion so that it could be re- 
viewed ultimately by the courts. 

This puts a burden on the Renegotiation Board as well in its own 
proceeding because if, it is going to be reviewed by the courts, its own 
record must contain evidence which will be able to sustain the deci- 
sion, if it wants its decision sustained. 

Its own record then will have to contain evidence that will be suffi- 
cient to sustain its decisions. It will also have to articulate a rational 
decision for the courts to review. That would be a tremendous cost 
saving. It would obviate the necessity both in terms of the cost to the 
contractor and to the Government from having to engage in an exten- 
sive and very expensive antitrust type of trial in a judicial review 
proceeding. 

Mr. MiNisH. Time has suspended. 

Mr. Goldbloom, you seem to prefer applying the Wunderlich Act 
to renegotiation but you don't have the language in your statement to 
accomplish this. Can we work with you over the next few days to get 
that language ? 

Mr. Goldbloom. Yes, Mr. Chairman. 

Mr. MiNiSH. Mr. Steers, you're recognized for 5 minutes. 

Mr. Steers. I would appreciate the opportunity to yield my time to 
Mr. Ronsselot. 

Mr. RoussELOT. Mr. Goldbloom, what effect would the Major Coat 
decision have — Major Coat decision have on subsequent decisions of 
the Court of Claims especially if individual competitors are unwilling 
to make confidential data available ? 

Mr. Goldbloom. I am not certain what ultimate effect it will have. 
But with respect to the Major Coat decision, of course, the ink is 
barely dry in the court's decision. The original decision was rendered 
in October and then I believe in February, the court denied rehearing 
with two separate concurring opinions by two of the judges. 

My recollection of the opinion of the two judges as well as other 
opinions of the court is to the effect that the court itself is not certain 
as to the ultimate direction in which it's heading in terms of « 
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lighing standards for evidence in determining excessive profits. So I 
think it's premature to say What Major Coat is going to stand for. 

JVlr. KoussELOT. I know you are familiar with this, but let me read 
for the record why they denied your appeal. 

The defendant in rehearing motion before us has been blunt far beyond the 
criNicisms usual in rehearing motions. It says we have denied the possibility of 
success in future renegotiation trials here and . . . fouled up the future opera- 
tions of the administrative board. I resi)ect bluntness in advocacy and wish we 
had more of it. But it invites bluntness in return. 

I have been blunt and I will further bluntly say that the prospects of suc- 
cess of defendant in future renegotiation cases here are less than rosy, unless 
it can persuade itself to adapt to our decisions. . . . 

Now, how are you going to answer that ? 

The complaint is that you put the burden of proof back on the 
contractor. 

Mr. GoLDBLOOM. I am not sure I can agree with that interpretation 
oi Major Coat. 

Mr. KoussELOT. Again we have difficulty understanding the decision. 

Mr. GoLDBLOOM. ThaJt was not the opinion of the court in its en- 
tirety. That was the opinion of a single judge. 

Mr. EoussELOT. How will you answer? 

Mr. GrOLDBLooM. We will try to do the best we can. We think the 
court is not all together in its approach to developing standards for 
the use of evidence in renegotiation cases. We would hope that — ^and 
the court itself, I think, whether it has done it as a body or the state- 
ments of individual judges, has in a sense agreed with that notion that 
they haven't finalized their own perspective. We would hope to con- 
vince them based upon availability of evidence or the unavailability 
of certain kinds of evidence that they may have suggested is avail- 
able, is not available, and that it should use what has been presented 
to them. 

We think there has been some inconsistency in the court's decision- 
making in these cases and we think 

Mr. EoussEixyr. Well, because, of course, as I read the court decision, 
it basically disagrees with your position that the burden of proof has 
to be on the contractor. At least that is the way I read it. 

I know you don't agree with that. 

Mr. GoLDBLOOM. No; the dispute between the court and the Grovem- 
ment is not so mu<^h on the burden of proof, but as to what type of 
statistical evidence 

Mr. KoussELOT. And the inability to prove it. 

Mr. GoLDBLOOM. Yes. 

Mr. KoussELOT. So you still want to put the burden of proof back 
on the contractor to prove it and make it hard for him to do it. That 
is the point. This is Government in action. Terrific. 

Mr. MiNiSH. Time is up. Thank you, Mr. Goldbloom. 

We appreciate your coming before the subcommittee to give your 
views. 

Our next witness is Chairman of the Eenesrotiation Board, Good- 
win Chase. President Carter made one of his best appointments when 
he selected Mr. Chase, Chairman of the Board. 

Mr. Chase, you can come forward and may proceed. 
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STATEMENT OF HON. GOODWIN CHASE, CHAIRMAN, RENEGOTIA- 
TION BOARD, ACCOMPANIED BT DR. GEORGE LENCHES, DIRECTOR, 
OFFICE OF PLANNING AND DEVELOPMENT; TIMOTHY E. DRIS- 
COLL, SPECIAL ASSISTANT; JOHN B. DAVIS, EXECUTIVE ASSIST- 
ANT; AND HENRT M. CHICK, GENERAL COUNSEL 

Mr. Chase. Sitting on my left is Timothy DriscoU, Special Assist- 
ant to the Chairman — Operations, and to my right is Dr. George 
Lenches, Director, Office of Planning and Development. Sitting behind 
me is my executive assistant John Davis and next to him is Henry 
Chick, who is General Counsel of the Renegotiation Board. 

Mr. Chairman and members of the subcommittee, it is an opportu- 
nity and my pleasure to appear before you in support of H.R. 4082, a 
bill to revise and extend the Renegotiation Act of 1951. I commend, 
you, Mr. Chairman, and those members of your subcommittee who co- 
sponsored the bill, as well as cosponsors Chairman Reuss, Chairman 
Brooks and Congressman McKinney, a former member of this sub- 
committee. 

Section 1 of H.R. 4082 states that the bill, when enacted, may be 
cited as the Renegotiation Reform Act of 1977. 

I am persuaded by my experience that the word "reform" is indeed 
descriptive of the purpose of H.R. 4082. 

Interpretation of the Renegotiation Act of 1951 by a majority of the 
Board in recent years has resulted in the escapement of excessive 
profits. Of equal importance, Mr. Chairman, excessive profits generated 
by defense and other related contractors from congressional appro- 
priated funds are highly inflationary dollars and should be removed 
from the economic stream. 

I have been a member of the Board since October 10, 1973. On 
March 5, 1977, President Carted designated me as Chairman. Simulta- 
neously, the President accepted the resignation of three other members 
of the Board. The fourth member resigned at an earlier date. 

Meanwhile, there has not been time for the President's nominees to 
be confirmed by the Senate. Thus, at this moment, I am the Chairman 
and sole member of the Board. 

In the absence of a quorum I cannot, therefore, officially act on be- 
half of the Board. 

I am, however, moving ahead to improve the renegotiation process 
on a functional basis so as to eliminate excessive profits in a fair, 
timely, and responsible manner. 

At an early date, I hope you will give me the opportunity to discuss 
with you, Mr. Chairman, and any members of your committee, the 
operating reforms that are so urgently needed if the Board is to per- 
form effectively in the interest of our (Jovemment. 

The orderly processing of $25 to $30 billion of renegotiable sales 
annually is in itself an immense responsibility. Beyond this, we have a 
monumental $150 billion of negotiable sales in our backlog, many fil- 
ings of which have been languishing at the Board for 10 years or more. 

H.R. 4082, with the significant exception of raising the statutory 
"floor" from $1 million to $2 million for nonagent contractors, is virtu- 
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ally identical with H.R. 10680 of the 94th Congress, which passed over- 
whelmingly by the House on January 29, 1976. 

In the course of the hearings held by this subcommitte prior to the 
passage of that bill, my testimony was supportive of H.R. 10680, just 
as today I am supportive of the provisions embodied in H.R. 4082, in- 
cluding raising the statutory "floor" to $2 million. 

President Carter's nominees to Board membership, Mr. William F. 
McQuillen and Mr. Harry R. Van Cleve, whom I hope soon will be 
confirmed by the Senate, have both studied H.R. 4082 and give the bill 
their unqualified support. 

While H.R. 4082 is a complex bill, many of its provisions are not 
controversial. Thus in the interest of time, I will address my remarks 
to provisions of the bill which appear to be controversial — ^and the 
word "appear" is not intended to oversimplify. 

Section 2(A) of the bill removes the termination date from section 
102(c) of our act. I strongly urge you to approve of section 2(A) so 
as to make the Renegotiation Act permanent. 

A realistic appraisal of domestic and world conditions compels us 
to assume that expenditure of Government funds through the procure- 
ment process will continue to represent a significant segment of the 
Federal budget for the indefinite future. 

Thus, there will be a continuing demand for new technology and in- 
creasingly complex aircraft, missiles, space vehicles, and other sophis- 
ticated production. Market tested prices do not — and cannot — exist 
for such costly, complex, and sophisticated military and space prod- 
ucts. Prices, therefore, must be negotiated often in a sole-source 
environment. 

Such negotiated prices are, by their very nature, based upon uncer- 
tain cost estimates because reliable cost experience is simply not avail- 
able. Decades of experience have demonstrated that efforts to improve 
purchasing techniques and contract provisions cannot overcome the 
, effects of these basic characteristics of military and space procurement 
in an age of advancing technology. But, even in the procurement of 
products similar to those traded in the commercial markets, heavy 
Government buying can upset cost-price relationships, thus rendering 
competition ineffective and creating conditions for the emergence of 
excessive profits. 

The arguments for the elimination of the termination date are not 
new. 

Your subcommittee, Mr. Chairman, is familiar with the position of 
a special subcommittee on procurement practices of the Department of 
Defense (1960), with the views of the House Committee on Govern- 
ment Operations as expressed in a report on the Board's operations 
(1971), the recommendations of the Commission on Government Pro- 
curement (1972) and of the Comptroller General of the United States 
(1973), as well as the arguments of the staff of the Joint Committee 
on Internal Revenue Taxation (1975) . 

Finally, the on-again off-again uncertainty of limited existence has 
a critical effect on morale of the Board and staff. 

Moreover, how can the Congress expect the Board to develop and 
implement a standard of practice manual or design a scientific com- 
puterized cost comparison procedure and other essential management 
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systems, if the frustrating uncertainty of the Board's existence is con- 
stantly in question i 

As a banker, 1 certainly would not authorize investments in these 
vital operational and numagement projects under such limited terminal 
conditions. 

I am convinced the Renegotiation Board has a permanent role in the 
procurement machinery of our Government and that it cannot perform 
its functions properly and etfectively in the absence of an assurance of 
indefinite life. 

Thus, again, as I have stated earlier, the Board strongly supports 
the elimination of the tennination date. 

Section 4 of the bill rewrites section 105(a) of the present law and 
provides, in substance, that renegotiation shall be conducted by divi- 
sion and by major product lines within a division, rather than on the 
basis of the total — aggregate — renegotiable sales of a contractor in a 
fiscal year. 

This method also prohibits the use of the percentage-of-completion 
method of accounting and provides that, in the case of long-term con- 
tracts, where a stated price for a production unit or unit of service 
is established, the amounts received or accrued shall be included in 
the fiscal year in wiiich such units are delivered or services rendered 
or, in the alternative, in the fiscal ;year in which the contract is com- 
pleted. 

The Renegotiation Act of 1951 as presently written calls for a re- 
view of the aggregate renegotiable sales of a contractor in a fiscal year 
to determine whether excessive profits have, or have not, been made. 
This procedure permits contractors with renegotiable sales in unrelated 
product lines to offset excessive profits on one product line with low 
profits on other uiu'elated product lines. 

Such offsets are economically unsound, and as a matter of public 
policy, not in the national interest. 

The very existence of renegotiation is predicated on the fact that in 
the purchasing environment of the Federal Government, excessive, 
unearned, or windfall profits may arise. But if that is so, there is no 
justification for permitting an offsetting of such unearned income with 
low profits on unrelated product lines. 

This is so, even though in a nongovernment environment such offset- 
ting is permissible. 

The reason for this distinction is that it is a fundamental tenet of 
our free enterprise economy that profits resulting from participation 
in a competitive market are, in fact, earned and thus the entrepreneur 
can dispose of such profits as he pleases, that is, support a loss or low- 
profit operation in a nonrelated product line. But excessive profits on 
Government renegotiable business are by definition unearned and, 
therefore, the analogy to the commercial situation simply does not 
apply. 

The present renegotiation practice of permitting offsets of profits 
between unrelated product lines discriminates against the smaller con- 
tractor in favor of the large conglomerate-type contractor. In prac- 
tice, it amounts to encouraging, the larger contractors to underbid 
smaller competitiors in unrelated product lines. 
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Such subsidization is not only unfair to the small contractors, but 
it is also deterimental to the operations of the competitive market sys- 
tems, as it provides undue competitive advantage to the larger firms at 
the expense of the taxpayer. 

For the foregoing reasons the Renegotiation Board is in complete 
support of the principles of product line renegotiation as embodied in 
this section of the bill. 

The Board also supports the prohibition of the use of the percent- 
age-of -completion method of accounting. 

Under such method of accounting for long-term contracts, the con- 
tractor estimates the percentage of the contract which he has com- 
pleted in a given year, and then includes in his renegotiation filings a 
prorated share of his estimated profits. The Board believes that in 
view of the highly subjective nature of such estimates, the percentage- 
of-completion method of accounting gives contractors an undue lati- 
tude to manipulate costs and profits. Consequently, it should not be 
permitted in renegotiation. 

Section 5(a) would eliminate the present mandatory exemption 
from renegotiation of any contract or subcontract for the products of 
oil and gas wells. 

This exemption has been in successive renegotiation statutes since 
World War II and its enactment was due to the belief that world 
market prices were ascertainable and competitive, thereby assuring 
not more than a fair price to producers. 

It is generally acknowledged today that world market prices no 
longer reflect the true costs of production. 

Consequently, there is now no assurance that contracts for unrefined 
oil or gas are not providing contractors with excessive profits. 

Moreover, under this exemption, some oil companies have been able 
to avoid renegotiation of profits on transportation and other opera- 
tions to the refinery gate. 

For the foregoing reasons, the Board favors the elimination of this 
exemption. 

Section 5(b), 5(c), 5(d), and 5(e) would amend section 106(e) of 
the act by (1) repealing the class-of -articles exemption and the serv- 
ices exemption, (2) eliminating the waiver provision, (3) increasing 
the percentage of articles which must be sold commercially from 55 
percent to 75 percent, excluding sales to noncovered Federal Govern- 
ment agencies for purposes of the percentage test, (4) making the 
exemption available only on application to the Board, (5) requiring 
the reportinc: of costs and profits on articles subiect to the exemption, 
and (6) calling for a comprehensive study by the Board of the com- 
mercial exemption and the new durable productive equipment exemp- 
tion. 

The commercial article exemption is based on the belief that prices — 
and profits — of articles sold in competitive, that is, commercial mar- 
kets must, by definition, be reasonable. That is, however, not neces- 
sarily true. 

Specifically, in markets where procurement by Government ardencies 
is a factor, the functioning of the markets along competitive lines can- 
not automatically be assumed. 
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Government demand is derivative of policy, that is, nonmarket de- 
cisions, and neither the incidence nor the size of that demand can be 
forecast on the basis of a priori market analysis. 

Consequently, whenever the Government enters or enlarges its pres- 
ence in a market to a significant degree, established price-cost relation- 
ships in the case of initial suppliers can be upset and, at least in the 
short run, excessive profits can arise. 

In addition to the clear possibility of excessive profits on the sale of 
conmiercial articles, the operation of the exemption itself appears to be 
discriminatory ; it puts a premium on the availability of sophisticated 
sales data retrieval systems. Thus, contractors with electronic data pro- 
cessing equipment may meet the requirements of the exemption with 
relative ease, while contractors with manual systems may find compli- 
ance with the exemption rules quite burdensome. 

The Board has repeatedly urged in the past that the commercial 
exemption be eliminated in its entirety. I concur with that judgment. 

Section 6 of the bill raises the minimum amount that makes receipts 
and accruals of nonagent contractors subject to renegotiation from $1 
million to $2 million and that of the agents, from $25,000 to $50,000. 

The present $1 million statutory floor for contractors other than 
agents, has been in the act since 1956 ; the agents' floor of $25,000 has 
been in the law since 1951. 

The Board believes that inflation alone would justify raising the 
floor as proposed ; additionally, the higher floors would eliminate a con- 
siderable amount of unproductive work by the Board. 

Consequently, the Board supports these provisions of the bill. 

Section 8 of the bill provides that interest on excessive profits shall 
begin to accrue on the day following the end of the fiscal year in which 
the excessive profits were made. 

The law presently provides that interest begins to run 30 days 
after either the Board issues an order determining excessive profits 
or as specified in an agreement with the contractor for the elimination 
of excessive profits. 

Since even under the best of circumstances, it takes li/^ years to 2 
years for the Board to reach a determination of e^.cessive profits, the 
present provisions permit contractors interest-free use of the moneys 
for extensive periods of time. 

Excessive profits determinations have often been nullified by the 
contractors' free use of the interest on excessive profits. 

The bill's provisions would eliminate this possibility and, therefore, 
the Board supports them. 

Section 10 (b) of the bill provides for an audit of all financial state- 
ments submitted to the Board by the Board or its authorized audit 
representative. 

Although the act as presently written authorizes the Board to audit 
the books and records of anv contractor or subcontractor subject to 
the act. the pct does not require that such audits be performed. 

Historicallv, the Board performed only a limited amount of audit- 
ing, but even these limited aurlits have resulted in significant adjust- 
ments in contractor-submitted data. 
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Consequently, the Board believes that a general application of the 
audit principle would be beneficial and it welcomes, and supports, 
the provisions of the bill requiring audits of financial statements. 

Section 10(c) provides that the Board shall provide the secretary 
of each affected department a summary of each financial statement 
which reflects receipts or accruals under contracts with such depart- 
ments. 

These provisions are designed to provide procurement agencies 
with timely information on the profit results of their procurement. 
The Board has no objections to the enactment of this provision. 

As I have earlier stated, Mr. Chairman, many provisions of H.R. 
4082 appear to be noncontroversial and thus I have not discussed them, 
but I want to make it indelibly clear that the Board does support them, 
and I will be happy to comment on those provisions, if you or mem- 
bers of the subcommittee desire. 

I am confident a good, sound law in the national interest will emerge 
from these hearings, one that we at the Eenegotiation Board can im- 
plement with dedication and enthusiasm. 

I wish to point out that time has not permitted obtaining the views 
of the Office of Management and Budget on the relationship of this 
testimony to the program of the President. 

Meanwhile, Mr. Chairman, my staff and I will be pleased to answer 
any questions that you and members of the subcommittee may wish to 
ask. 
Thank you. 

[Mr. Chase's prepared statement on behalf of the Renegotiation 
Board follows :] 
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RENEGOTIATION BOARD 
washington/ d. c. 

Statement of 
Goodwin Chase ^ Chairman 

Before the Subcommittee on General Oversight 

and RENEGOTIATION/ COMMITTEE ON BANKING, FINANCE 

and Urban Affairs, House of Representatives 

March 31, 1977 

MR. CHAIRMAN; MEMBERS OF THE SUBCOMMITTEE: 
It IS AN opportunity and my pleasure to appear before 
you in support of H.R. ^082, a bill to revise and extend 
the Renegotiation Act of 1951. I commend you, Mr. Chairman, 
and those members of your Subcommittee who co-sponsored 
the bill as well as co-sponsors Chairman Reuss, Chairman 
Brooks, and Congressman McKinney, a former member of tkis 
Subcommittee. 

Section 1 of H.R. 4082 states that the Bill, when 
enacted, may be cited as the "Renegotiation Reform Act of 
1977.'' I AM persuaded by my experience that the word 
"Reform" is indeed descriptive of the purpose of H.R. 4082. 
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Interpretation of the Renegotiation Act of 1951 by a 
majority of the board in recent years has resulted in 

THE ESCAPEMENT OF EXCESSIVE PROFITS. Of EQUAL IMPORTANCE^ 

Mr. Chairman^ excessive profits generated by Defense and 
other related contractors from congress i onally appropriated 
funds are highly inflationary dollars and should be removed 
from the economic stream. 

i have been a member of the board since october 10^ 
1973, On March 5, 1977, President Carter designated me 
AS Chairman. Simultaneously^ the President accepted the 
resignation of three other members of the Board. The 

FOURTH member RESIGNED AT AN EARLIER DATE. MEANWHILE^ 
THERE HAS NOT BEEN TIME FOR THE PRESIDENT'S NOMINEES TO 
BE CONFIRMED BY THE SENATE. ThUS^ AT THIS MOMENT^ I AM 

THE Chairman and sole member of the Board. In the absence 

OF A QUORUM, I CANNOT, THEREFORE, OFFICIALLY ACT ON BEHALF 

OF THE Board. I am, however, moving ahead to improve the 

RENEGOTIATION PROCESS ON A FUNCTIONAL BASIS SO AS TO 
ELIMINATE EXCESSIVE PROFITS IN A FAIR, TIMELY, AND 
RESPONSIBLE MANNER. At AN EARLY DATE, I HOPE YOU WILL 
GIVE ME THE OPPORTUNITY TO DISCUSS WITH YOU, Mr. CHAIRMAN, 

the operating reforms that are so urgently needed if the 
Board is to perform effectively in the interest of our 
Government. The orderly processing of 25 to 30 billion 
dollars of renegotiable sales annually is in itself an 
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IMMENSE RESPONSIBILITY. BeYOND THIS^ WE HAVE A MONUMENTAL 
150 BILLION DOLLARS OF RENE60TIABLE SALES IN OUR BACKLOG^ 
MANY FILINGS OF WHICH HAVE BEEN LANGUISHING AT THE BoARD 
FOR TEN YEARS OR MORE. 

H.R. ^062j WITH THE SIGNIFICANT EXCEPTION OF RAISING 
THE STATUTORY "FLOOR" FROM $1 MILLION TO $2 MILLION FOR 
NON-AGENT CONTRACTORS^ IS VIRTUALLY IDENTICAL WITH 

H.R. 106<i0 OF THE 94th Congress^ which passed overwhelmingly 
BY THE House on January 29 j 1976. In the course of the 

HEARINGS held BY THIS SUBCOMMITTEE PRIOR TO THE PASSAGE 
OF THAT BILL^ MY TESTIMONY WAS SUPPORTIVE OF H.R. 10580^ 
JUST AS TODAY I AM SUPPORTIVE OF THE PROVISIONS EMBODIED 
IN H.R. 4082y INCLUDING RAISING THE STATUTORY "FLOOR" TO 

$2 MILLION. President Carter's nominees to Board membership^ 
Mr. William F. McQuillen and Mr. Harry R. Van Cleve, whom 

I HOPE SOON will BE CONFIRMED BY THE SENATE^ HAVE BOTH 
STUDIED H.R. 4082 AND GIVE THE BILL THEIR UNQUALIFIED 
SUPPORT. 

• While H.R. 4082 is a complex bill^ many of its 

PROVISIONS ARE NOT CONTROVERSIAL. ThUS IN THE INTEREST 

of time^ i will address my remarks to provisions of the 
bill which appear to be controversial ... and the word 
"appear" is not intended to oversimplify! 
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Section 2 (a) of the bill removes the termination 

DATE from section 102(c) OF OUR ACT. I STRONGLY URGE YOU 
TO APPROVE OF SECTION 2(A) SO AS TO MAKE THE RENEGOTIATION 
Act PERMANENT. 

A REALISTIC APPRAISAL OF DOMESTIC AND WORLD CONDITIONS 
COMPELS US TO ASSUME THAT EXPENDITURE OF GOVERNMENT FUNDS 
THROUGH THE PROCUREMENT PROCESS WILL CONTINUE TO REPRESENT 
A SIGNIFICANT SEGMENT OF THE FEDERAL BUDGET FOR THE 
INDEFINITE FUTURE. ThUS> THERE WILL BE A CONTINUING DEMAND 

for new technology and increasingly complex aircraft^ 
missilesy space vehicles and other sophisticated production. 
Market tested prices do not — and cannot — exist for 
such costly^ complex and sophisticated military and space 
PRODUCTS. Prices therefore must be negotiated often in 
A sole source environment. Such negotiated prices are^ 

BY their very nature^ BASED UPON UNCERTAIN COST ESTIMATES 
because RELIABLE COST EXPERIENCE IS SIMPLY NOT AVAILABLE. 

Decades of experience have demonstrated that efforts to 

IMPROVE purchasing TECHNIQUES AND CONTRACT PROVISIONS 
CANNOT OVERCOME THE EFFECTS OF THESE BASIC CHARACTERISTICS 
OF MILITARY AND SPACE PROCUREMENT IN AN AGE OF ADVANCING 
TECHNOLOGY. BUT^ EVEN IN THE PROCUREMENT OF PRODUCTS 
SIMILAR TO THOSE TRADED IN THE COMMERCIAL MARKETS^ HEAVY 
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Government buying can upset cost-price relationships^ 

THUS rendering COMPETITION INEFFECTIVE AND CREATING 
CONDITIONS FOR THE EMERGENCE OF EXCESSIVE PROFITS. 

The ARGUMENTS FOR THE ELIMINATION OF THE TERMINATION 
DATE ARE NOT NEW. YoUR SUBCOMMITTEE^ Mr. CHAIRMAN^ IS 

familiar with the position of a special subcommittee on 
Procurement Practices of the Department of Defense (1960) > 
with the views of the house committee on government 
Operations as expressed in a report on the Board's 
operations (1971)^ the recommendations of the commission 
ON Government Procurement (1972) and of the Comptroller 
General of the United States (1973)^ as well as the 
arguments of the staff of the Joint Committee oh Internal 
Revenue Taxation (1975). 

Finally^ the on again^ off again uhcertaihty of 

limited EXISTEMCE has a critical effect on HORALE Of THE 

Board and staff. Moreover^ how can the CoiiQPt^t expect 
THE Board to x^lop and implement a Standard op Practice 
Manual or design a scientific computerized co^t cowapj^kxh 
procedure and other essential management ^ystem^ if the 

FRUSTRATlHtG UNCERTAINTY Of THE BoARD'S E/J^tttCE J^ 

constasttly in question? As a UM¥£k^ I certainly y^J^JUD 

WOT AUTHORIZE IWy^STMENTS IN THESE VITAL ^/PERATIONAL AW 
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MANAGEMENT PROJECTS UNDER SUCH LIMITED TERMINAL CONDITIONS. 
I AM CONVINCED THE RENEGOTIATION BOARD HAS A PERMANENT ROLE 
IN THE PROCUREMENT MACHINERY OF OUR GOVERNMENT AND THAT 
IT CANNOT PERFORM ITS FUNCTIONS PROPERLY AND EFFECTIVELY 
IN THE ABSENCE OF AN ASSURANCE OF INDEFINITE LIFE. ThUS^ 

again as i have stated earlier^ the board strongly supports 
the elimination of the termination date. 

Section 4 of the bill rewrites section 105(a) of the 
present law and provides^ in substance^ that renegotiation 
shall be conducted by division and by major product lines 
within a division^ rather than on the basis of the total 

(aggregate) RENEGOTIABLE SALES OF A CONTRACTOR IN A FISCAL 

YEAR. This section also prohibits the use of the percentage 

OF completion method of accounting AND PROVIDES THAT> IN 
THE case OF LONG-TERM CONTRACTS^ WHERE A STATED PRICE FOR 

a production unit or unit of service js established^ the 
amounts received or accrued shall be included in the fiscal 
year in which such units are delivered or services rendered 
ory in the alternative^ in the fiscal year in which the 
contract is completed, 

The Renegotiation Act of 1951 as presently written 

CALLS FOR a REVIEW OF THE AGGREGATE RENEGOTIABLE SALES 
OF A CONTRACTOR IN A FISCAL YEAR TO DETERMINE WHETHER 
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EXCESSIVE PROFITS HAVE^ OR HAVE NOT^ BEEN MADE. ThIS 

procedure permits contractors with rene60tiable sales 
in unrelated product lines to offset excessive profits 
on one product line with low profits on other unrelated 
product lines. such offsets are economically unsound^ 
and as a matter of public policy^ not in the national 
interest. 

The very existence of renegotiation is predicated 
on the fact that in the purchasing environment of the 
Federal Government^ excessive^ unearned or windfall 

PROFITS may arise. BuT IF THAT IS SO^ THERE IS NO JUSTI- 
fication for permitting an offsetting of such unearned 
income with low profits on unrelated product lines. 
This is so^ even though in a non-Government environment 

SUCH OFFSETTING IS PERMISSIBLE. ThE REASON FOR THIS 
DISTINCTION IS THAT IT IS A FUNDAMENTAL TENET OF OUR 
FREE ENTERPRISE ECONOMY THAT PROFITS RESULTING FROM 
PARTICIPATION IN A COMPETITIVE MARKET ARE IN FACT EARNED 
AND THUS THE ENTREPRENEUR CAN DISPOSE OF SUCH PROFITS 
AS HE PLEASES^ I.E.^ SUPPORT A LOSS OR LOW PROFIT 
OPERATION IN A NON-RELATED PRODUCT LINE. BUT EXCESSIVE 

PROFITS ON Government renegotiable business are by 

DEFINITION UNEARNED AND, THEREFORE, THE ANALOGY TO THE 
COMMERCIAL SITUATION SIMPLY DOES NOT APPLY. 



Digitized by 



Google 



442 

The present renegotiation practice of permitting 
offsets of profits between unrelated product lines 

discriminates against the SMALLER contractor IN FAVOR 
OF THE LARGE CONGLOMERATE-TYPE CONTRACTOR. In PRACTICE 

it amounts to subsidizing the larger contractors to 
underbid smaller competitors in unrelated product lines, 
Such subsidization is not only unfair to the small 
contractors^ but it is also detrimental to the operations 
of the competitive market systems^ as it provides undue 
competitive advantage to the larger firms at the expense 
of the taxpayer. 

For the foregoing reasons the Renegotiation Board 
IS in complete support of the principles of product line 

renegotiation as embodied in this section of the BILL. 

The Board also supports the prohibition of the use 
OF the percentage of completion method of accounting. 
Under such method of accounting for long-term contracts^ 
the contractor estimates the percentage of the contract 

which he has completed in a GIVEN YEAR^ AND THEN INCLUDES 
IN HIS RENEGOTIATION FILINGS A PRO RATA SHARE OF HIS 
ESTIMATED PROFITS. ThE BoARD BELIEVES THAT IN VIEW OF 
THE HIGHLY SUBJECTIVE NATURE OF SUCH ESTIMATES^ THE 
PERCENTAGE OF COMPLETION METHOD OF ACCOUNTING GIVES 
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CONTRACTORS AN UNDUE LATITUDE TO MANIPULATE COSTS AND 

PROFITS. Consequently^ it should not be permitted in 
renegotiation. 

Section 5(a) would eliminate the present mandatory 
exemption from renegotiation of any contract or subcontract 
for the products of oil and gas wells. 

This exemption has been in successive renegotiation 

STATUTES since WoRLD WaR II AND ITS ENACTMENT WAS DUE TO 
THE BELIEF THAT WORLD MARKET PRICES WERE ASCERTAINABLE 
AND COMPETITIVE^ THEREBY ASSURING NOT MORE THAN A FAIR 
PRICE TO PRODUCERS. It IS GENERALLY ACKNOWLEDGED TODAY 

that world market prices no longer reflect the true costs 
of production. consequently^ there is now no assurance 
that contracts for unrefined oil or gas are not providing 
contractors with excessive profits. 

Moreover^ under this exempt i on > some oil companies 
have been able to avoid renegotiation of profits on 

transportation and OTHER OPERATIONS TO THE REFINERY GATE. 

For the foregoing reasons^ the Board favors the 
elimination of this exemption. 

Section 5(b) > 5(c) > 5(d) > and 5(e) would amend 
SECTION 106(e) of the Act by (1) repealing the class of 

ARTICLES EXEMPTION AND THE SERVICES EXEMPTION^ (2) 
ELIMINATING THE WAIVER PROVISION^ (3) INCREASING THE 
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percentage of articles which must be sold commercially 
from 55% to 75%^ excluding sales to non-covered federal 
Government agencies for purposes of the percentage test^ 
w making the exemption available only on application 

to the BoARD^ (5) REQUIRING THE REPORTING OF COSTS AND 
PROFITS ON ARTICLES 'subject TO THE EXEMPTION^ AND 
(5) CALLING FOR A COMPREHENSIVE STUDY BY THE BOARD OF 
THE COMMERCIAL EXEMPTION AND THE NEW DURABLE PRODUCTIVE 
EQUIPMENT EXEMPTION. 

The COmERCIAL article exemption is based on THE 
BELIEF THAT PRICES (AND PROFITS) OF ARTICLES SOLD IN 
COMPETITIVE^ I.E.> COM^IERCIAL MARKETS MUST> BY DEFINITION/ 
BE REASONABLE. ThIS ISj HOWEVER^ NOT NECESSARILY TRUE. 

Specifically^ in r^RKETs where procurement by Government 
agencies is a factor^ the functioning of the markets 
along competitive lines cannot automatically be assumed. 
Government demand is derivative of policy^ that is^ 
non-market decisions^ and neither the incidence nor the 
size of that demand can be forecast on the basis of a 
priori market analysis. consequently^ whenever the 
Government enters or enlarges its presence in a market 
to a significant degree^ established price-cost 
relationships in the. case of initial suppliers can be 
upset and/ at least in the short run/ excessive profits 
can arise. 
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In addition to the clear possibility of excessive 

PROFITS ON the SALE OF COMMERCIAL ARTICLES^ THE OPERATION 
OF THE EXEMPTION ITSELF APPEARS TO BE DISCRIMINATORY; IT 
PUTS A PREMIUM ON THE AVAILABILITY OF SOPHISTICATED SALES 
DATA RETRIEVAL SYSTEMS. ThUS^ CONTRACTORS WITH ELECTRONIC 

data processing equipment may meet the requirements of 
the exemption with relative ease^ while contractors with 
manual systems may find compliance with the exemption 
rules quite burdensome. 

The Board has repeatedly urged in the past that 
the commercial exemption be eliminated in its entirety, 
i concur with that judgment. 

Section 6 of the bill raises the minimum amount 
that makes receipts and accruals of non- agent contractors 

subject to RENEGOTIATION FROM $1 MILLION TO $2 MILLION 

and that of the agents/ from $25^000 to $50^000. 
The present $1 million statutory floor for 
contractors other than agents/ has been in the act 

SINCE 1955; THE agents' floor OF $25/000 HAS BEEN IN 
THE LAW SINCE 1951, ThE BoARD BELIEVES THAT INFLATION 
ALONE WOULD JUSTIFY RAISING THE FLOOR AS PROPOSED; 
ADDITIONALLY THE HIGHER FLOORS WOULD ELIMINATE A 
CONSIDERABLE AMOUNT OF UNPRODUCTIVE WORK BY THE BOARD. 
CONSEQUENTLY/ THE BOARD SUPPORTS THESE PROVISIONS OF THE BILL. 
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Section 8 of the bill provides that interest on 
excessive profits shall begin to accrue on the day 
following the end of the fiscal year in which the 
excessive profits were made. 

The law presently provides that interest begins to 
RUN 30 days after either the Board issues an order 
determining excessive profits or as specified in an 
agreement with the contractor for the elimination of 
excessive profits. sincey even under the best of 
circumstances^ it takes a year and a half to two years 
FOR THE Board to reach a determination of excessive 

PROFITS^ THE PRESENT PROVISIONS PERMIT CONTRACTORS 
interest-free. USE OF THE MONEYS FOR EXTENSIVE PERIODS 

OF TIME. Excessive profits determinations have often 

BEEN NULLIFIED BY THE CONTRACTORS' FREE USE OF THE 
INTEREST ON EXCESSIVE PROFITS. ThE BILL'S PROVISIONS 

would eliminate this possibility and> therefore^ the 
board supports them. 

• Section 10(b) of the bill provides for an audit 
of all financial statements submitted to the board by 
THE Board or its authorized audit representative. 

Although the Act as presently written authorizes . 
the Board to audit the books and records of any 

- 12 - 
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contractor or subcontractor subject to the act^ the 
Act does not require that such audits be performed. 
Historically the Board performed only a limited 
amount of auditing^ but even these limited audits 
have resulted in significant adjustments in contractor 
submitted data. consequently the board believes that 
a general application of the audit principle would 
be beneficial and it welcomes^ and supports^ the 
provisions of the bill requiring audits of financial 
statements. 

Section 10(c) provides that the Board shall 
provide the secretary of each affected department a 
summary of each financial statement which reflects 
receipts or accruals under contracts with such 
Departments. 

These provisions are designed to provide procurement 
agencies with timely information on the profit results 

OF THEIR PROCUREMENT. ThE BoARD HAS NO OBJECTIONS 
TO THE ENACTMENT OF THIS PROVISIONi 

As I HAVE EARLIER STATED^ Mr. CHAIRMAN^ MANY 
PROVISIONS OF H.R. 4082 appear to be NON-CONTROVERSIAL 
AND THUS I HAVE NOT DISCUSSED THEM^ BUT I WANT TO MAKE 
IT INDELIBLY CLEAR THAT THE BOARD DOES SUPPORT THEM 
AND I WILL BE HAPPY TO COMMENT ON THOSE PROVISIONS 

- 13 - 
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If you or members of the Subcommittee desire. I 
am confident a good^ sound uw in the national interest 
will emerge from these hearings^ one that we at the 
Renegotiation Board can implement with dedication and 
enthusiasm. 

I wish to POINT OUT THAT TIME HAS NOT PERMITTED 

obtaining the views of the office of management and 
Budget on the relationship of this testimony to the 
program of the president. 

Meanwhile^ Mr. Chairman^ my staff and I will be 

PLEASED TO ANSWER ANY QUESTIONS THAT YOU AND MEMBERS 

OF THE Subcommittee may wish to ask. Thank you. 
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Air. MiNiSH. Thank you very much. 

Mr. Chase, you have listened to the witnesses for 3 days. Will you 
summarize your views of their testimony ? 

Mr. Chase. Yes, Mr. Chairman. I would be pleased to do that 

For 3 days we have been listening to the adversaries of this bill say- 
ing in effect over and over again that averaging profits as a percent- 
age of sales are low, and thei-ef ore, we shouldn't have a Renegotiation 
Act* 

This is a lot of nonsense. You know, you can play all kinds of ^ames 
with numbers. What we are ccmcemed with at the Renegotiation 
Board — and we haven't done a good job in selling Members of the 
Congress on it — is that wherein there is a modest or low level of earn- 
ings on a large number of contracts, there are often a significant few 
making let us say 18 or 20 percent. Those are the contractors we are 
after. 

When you talk about bringing about an average of 4 percent, it 
doesn't mean anything. The purpose of the Renegotiation Board is to 
renegotiate those contractors who are in the business of manufacturing 
procurement for military, space, and other related contractors who 
make excessive profits in one division or product line even though the 
average of their aggregate sales is low. 

If we are going to use the averaging principle, it doesnt make any 
sense to me at all. 

The other point is that they criticized the Renegotiation Board for 
not doing its job. They talk about the cost-ratio returns. Our adver- 
saries have not taken into account the point that we have o nly 177 
men and women working in 2 regions, 1 in Los Angeles, and 1 in Wash- 
ington D.C., and the statutory Soard in Washington, D.C., doing $25 
to $30 billion of renegotiable business on an annual basis with a back- 
log of $150 billion. 

It is unconscionable. It is like the City Council in Washington, D.C. 
saying: 

We are going to have an exercise in economy, so we will close all fire stations 
except one at a central location with eight men around the clock. 

How could you contain the fire problems of this city with that kind 
of situation ? Yet this kind of condition has gone on at the Renegotia- 
tion Board for 8 years. 

To my certain knowledge, for 3i/^ years 0MB has denied the Board 
the right to have a reasonable number of people to operate and to meet 
the mandate of the Congress. 

I notified Eoy Ash of this when he was Director of 0MB and he gave 
the matter absolutely no attention. I also discussed the problem with 
Jim Lynn when he was Director of 0MB. He gave it no interest or 
attention. In fact, 0MB cut us back. They told us we could have 200 
people but the funding permitted only 177. That again is nonsense. 

The genesis of this problem is that the contractors who are adver- 
sary to it — and, if you please, some Congressmen— are not understand- 
ing of what the problem really is. It is principally that we do not have 
the numbers of people to do the job adequately. The backlog is escalat- 
ing to a disgraceful extent, and I'm very discouraged. 
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You have had two Congressmen appearing before you. One of them 
called our office and said he would like to come down and see a typical 
file. We were delighted. I authorized the General Counsel to give him 
any file he wanted at random, a typical file. The Congressman said he 
would be pleased to do that. 

He didii't show up. But he did appear here and testify against this 
bill. That again was discouraging to me. 

Another Congressman appeared here and talked about how the 
Board determined excessive profits of National Presto. I happen to 
know something about National Presto. I think those remarks were 
unrealistic. I invite any one of you gentlemen to come to the Rene- 
gotiation Board and examine the National Presto file. You would say, 
I believe the Board was generous with that company. 

Had we made a lesser determination, we would have been negligent 
to the Congress. If you examine these files, the odor in many of them 
would go through the jacket. If it wasn't for the cost, I would fumi- 
gate the place. 

The extent of excessiveness of profits that are escaping is stagger- 
ing. There simply is no way to give an accurate dollar amount, out 
in my experience with the Renegotiation Board in 3i/^ years, I can 
say unequivocally it is staggering. 

I think we have to put a stop to it and the only way we can is to 
have adequate staff — first pass this bill, and then with adequate staff 
we can properly run the Renegotiation Board. 

Mr. MiNiSH. Thank you. 

Mr. Grassley, you are recognized for 5 minutes. 

Mr. Grassley. Thank you, Mr. Chairman. 

Mr. Chase, let me express my concern over your statement that time 
has not permitted you to obtain the views of 0MB on the relationship 
of your testimony to the program of President Carter, who as Presi- 
dent has repeatedly pledged to reduce Government bureaucracy and 
inefficiency. 

I think, as I said yesterday, Mr. Chairman, in my opening state- 
ment, that we should have the benefits of OMB testimony on your bill 
before proceeding. Moreover, we have not heard from the administra- 
tion other than through Mr. Chase. 

I further submit it would be beneficial, in order to have complete in- 
formation for this subcommittee, to have the administration's views 
on the renegotiation process stated by the President himself, and not 
relayed by someone who I don't know for sure speaks or doesn't speak 
for the White House. 

I think a statement from OMB would make this perfectly clear. 

I guess, Mr. Chase, that is more of a statement than a question. 
But the only thing I have seen is your statement and then a staff 
memo — not a memo, but a speech you gave to your staff about the 
President's dealings on this matter. 

Mr. Chase. Which President's dealings ? 

Mr. Grassley. President Carter's dealings. 

Isn't there any way we can get OMB's statement that they support 
it or they don't? 

Mr. Chase. Mr. Grassley, may I say this is a new administration. 
You are talking about $150 billion in the backlog and $25 to $30 bil- 
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lion of annual sales. This is a Ford administration budget. This is a 
Ford administration proposal. They haven't had time to make an 
examination of all of these points. 

But you did bring up very good points, and Dr. Lenches has had 
more experience m tiiese areas than 1 have, and I wonder if you would 
permit Dr. Lenches to comment. 

Mr. Grassley. 1 would like him to comment. I appreciate the fact 
that the new administitition is getting going and there are alterna- 
tives to a permanent implementation of this that we could consider. 
But we haven t gotten any sort of warm feeling toward any other 
alternative other than a permanent implementation of this. It makes 
it very difficult to dovetail that in with the statements about how we 
are going to streamline the administrative branch of Government. 

Mr. Chase. I don't know that this is entirely responsive to your ques- 
tion. I want Dr. Lenches to add to what I say. 

I had a private meeting with Mr. Lance and discussed with him 
these very problems. We have since submitted a supplement that 
would be adequate for doing the things we feel we need to do to be re- 
sponsive to your mandate. 

Mr. Grassley. Does the Minish bill have to be passed to do it? 

Mr. Chase. I think it does. The abuses are so overwhelming. 

Would you believe a corporation that had over a billion dollars in 
business made an effective 98 percent return on net worth ? 

Now I ask you, is that responsible? Our region in the West recom- 
mended a $7 million refimd and we went for $5 million and cleared 
the next 2 years on that same contractor and the sales to the Govern- 
ment approximately the same. 

I think it is disgraceful. 

Mr. RoussELOT. Who are you talking about? 

Mr. Chase. We have documentation. 

Mr. RoussELOT. Who and how much are you talking about ? 

Mr. Chase. I am talking about a large defense contractor. They got 
an effective 98 percent return on net worth. I can give you some other 
examples if you would like me to. I can give you a case of where the 
return on net worth was 500 percent. 

Mr. Grassley. What was the profit on percentage of sales for that 
same company ? 

Mr. Chase. I can't hear you. 

Mr. Grassley. That same company that you said had 98 percent 
profit on net worth ; what is their profit on sales? 

Mr. Chase. What was their profit on sales ? 

Mr. RoussELOT. Yes, percentage. 

Mr. Chase. Nine percent, I believe. The sales were well over a billion 
dollars. 

Mr. Grassley. Is 9 percent excessive ? 

Mr. Chase. Yes ; 9 percent when you consider a billion dollars in 
sales. 

Mr. Grassley. Was that 9 percent profit excessive on sales? 

Mr. Chase. Yes on about $1 billion in sales. 

Mr. Minish. Mr. Gonzalez. 

Mr. RoussELOT. Let him answer the question. 

You think 9 percent of sales is excessive f 
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Mr. Chase. Mr. Con^ssman, on $1,300 million in sales where a 
company had been makmg the same product for many, many years, 
the learning curve had leveled off and they were on a production-line 
basis, the 9 percent was considered by us to be— or by me to be excessive. 
Mr. RoussELOT. I want to come down and see the rationale for that. 
We will be down to see you, don't worry. 
Mr. Chase. I welcome you. 
Mr. MiNiSH. Mr. Gonzalez. 

Mr. Gonzalez. Thank you very much for taking time out to help 
us here in our imderstanding of this legislation. 

This morning or earlier. Admiral Rickover estimated that if the 
Congress recognized the proper level of funding for the Renegotiation 
Board and it went about it in a diligent fashion, he estimated that any- 
where from $700 million to $1 billion a year could easily be recoverable 
as excess profits. 

Do you think offhand — ^I know you said a while ago you wouldn't 
be able to estimate exactly — but do you think this is a reasonable 
projection? 

Mr. Chase. I think my friend Admiral Rickover may have a better 
handle on that than I do. I would say, I don't know. It is like when you 
see a fat person, imless you remove the clothing you don't know the 
extent of the excessiveness. We have not removed the clothing. 

In 3% years, I have seen case after case where we have left tens of 
millions of dollars on the table, clearing cases without assigning them, 
without applying the statutory factors and in such amoimts as you 
cannot imagine. 

I became so discouraged over my constant dissenting that I began 
limiting my dissents. The large conglomerate contractors have a good 
thing going, and they are doing everything they can to sustain it. 
I suspect though that is what you would expect. 
Mr. Gonzalez. Given a hardheaded, hardnosed realization of what 
the facts are, we know — and I think Admiral Rickover again empha- 
sized the history and antecedents of this — ^but we know that that is to 
be expected. 

I don't get excited about lobbyists. I don't get excited about those 
who are going to make money, are going to want more money, no 
matter if it softens the taxpayer's hide. 

What I worry about is the fact that those of us serving on this level 
would not have either the skill, the ability, courage or the honesty to 
confront that fact and do something about the greatest interests of 
the greatest number, the public interest of this country. 
That is the only thing I worry about. 

I expect to have lobbyists. That is part of our institutional life. 
Mr. Chase. I sincerely believe that the passagie of H.R. 4082 will do 
this, assuming we can have the benefit of additional staff. 

And is it possible, Mr. Chairman, for me to address a question to 
Mr. Rousselot. 

Mr. Gonzalez. I will be delighted to yield to you so you can ask a 
question. 

If I have any time, I will ask for that purpose. 

Mr. Chase. 1 am sorry. 

Mr. Gonzalez. That is all right. 
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Mr. MixisH. I would be delighted to let you. 

Mr. BoussELOT. I will return. I do want to hear your response. I am 
sorry, but we have to go do our job. 

Mr. MixiSH. We wifl have a 10-minute recess. 

[Becess.] 

Mr. MiNiSH. The hearing will come to order. 

Mrs. Spellman, do you have questions? 

Thank you, Mr. Chase. We appreciate your coming here and giving 
us your views. Some of the members have questions and they are not 
here. I suppose they will send the question to you. We will wait 5 
minutes. 

[Recess.] 

Mr. Mtnish. The subconunittee will come to order. 

Mr. Steers, you're recognized if you have any questions. 

Mr. Steers. I do have a question for Mr. Chase. 

If I heard you correctly, you indicated that excessive profits were by 
definition unearned profits. 

Mr. Chase. Eight. 

Mr. Steers. I looked at the definition in the act and did not see the 
word "imeamed." I wonder if it was in some other part of the act or 
maybe you use the word "imeamed" to indicate your opinion of excess 
profits? 

Eephrasing it, in what sense are excessive profits imeamed? 

Mr. Chase. It is my phrase. I have my own definition of excessive 
profits. 

Mr. Steers. Is that your answer or are you goinff to tell me what it 
is ? What is your definition ? Is it simply that you bSieve that excessive 
profits are always unearned ? And I assume you meant excessive which 
in turn is defined in the act. 

Mr. Chase. In my opinion, excessive profits are unearned. A short 
definition is : Profits that a normal competitive market would not allow 
the contractor under essentially identical commercial circumstances. 
If you want me to enlarge upon that I can do so, Mr. Steers. 

Mr. Steers. Perhaps it would be helpful for me now that you have 
said it was your definition — I though it was a statutory definition. 

Mr. Chase. There is not a statutory definition. My extended defini- 
tion is : Profits from production of goods and services that exceed the 
usual or reasonable level of such limits when subjectively considered 
to be taking in the factors of risk, contribution, efficiency, character of 
base, and reasonableness of costs and profits when related to, one, 
profits as a percentage of sales, two, profits as a percentage of equity 
capital and net worth, three, profits as a percentage of capital re- 
sources, are excessive. 

Mr. Steers. Yes, and my question is why do you in my view leap to 
the conclusion that they are unearned ? 

Mr. Chase. Because unearned profits are excessive. 

Mr. Steers. I presume you would acknowledge that the dictionary 
definition of the two words are different. If excessive profits are un- 
earned by the Chase definition, I would register a respectful suggestion 
that for you to say that excessive profits are by definition unearned is 
a little misleading. I don't want to find fault with you. You read off the 
definition of excessive profits which I am not disputing. That is tbft 
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statutory definition. But it occurs to me that if you say that any varia- 
tion from the norm in the industry is excessive and therefore by your 
definition unearned, it would appear to me that you are saying then 
that no contractor should be allowed to vary from the norm because 
not only would the profits above the norm be excessive, but they 
wouldn't even be earned. 

And I guess that I can boil it down to one question : Isn't it true that 
the usual definition of earnings or earned profits is the difference be-, 
tween what you sell something for and the total cost of the thing that 
you are selling, whether it be a good or service? 

What I guess I am puzzled by and object to, obviously, is that if 
excessive profits are unearned, it sounds to me as though nonexcessive 
profits are also unearned. To my knowledge the word "earnings"' 
when related to profits is simply the difference between revenues and 
total costs. And I am just wondering why you feel entitled to suddenly 
have a new definition of "earned" which I think carries a moral feeling 
on your part that anybody who varies above the norm hasn't earned 
what he has gotten. 

Mr. Chase. Mr. Steers, I have not said anything about the norm. 
You misunderstand me. 

Mr. Steers. I thought that was in the statutory definition you 
quoted. 

Mr. Chase. I did not quote a statutory definition. It's my own defi- 
nition of excessive profits. I did not use the word "norm." 

Mr. Steers. When you gave me your definition of excessive profits, 
you were ignoring the statutory definition and giving me the Chase 
definition. I am absolutely astonished now. 

Mr. Chase. Mr. Steers, I understand that many members of the 
Board have been asked for their definition of excessive profits and 
the one that I submitted to you a moment ago was mine. I think that 
while it is exceedingly difficult to define, that is my guideline. 

Mr. MiNiSH. The time of the gentleman has expired. 

Mr. Steers. For you to use your definition in the face of the con- 
gressional definition I think is not desirable. 

Mr. MiNiSH. Mr. Eousselot, you are recognized for 5 minutes. 

Mr. RoussELOT Thank you, Mr. Chairman. 

When we went over for the two votes I think, Mr. Chase, I was 
discussing with you the particular manufacturer which you men- 
tioned. I asked you the question if you thought 9 percent of sa^es was 
considered an unreasonable profit and what was your answer? 

Mr. Chase. My answer was yes, I thought it was excessive. 

Mr. RoussELOT. Can you tell us the company which was involved? 
Is it a matter of public record ? 

Mr. Chase Yes; I cpn. It's McDonnell Douglas for the year 1967, 
which we did not complete until a couple of years ago. 

Mr. RoussELOT. What happened to it in court? 

Mr. Chase. It didn't go to court. 

Mr. RoussELOT. They settled it? 

Mr. Chase. I should say they did. They were pleased to settle. I just 
^ot through saying our professionals in the region had a recommenda- 
tion and we settled the 3 years for $5 million. It could very well, ac- 
cording to the GAO investigation, have been $90 million for the year 
1967 alone. 
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Mr. RoussELOT. The settlement related to the problem of excessive 
profits? 

Mr. Chare. Yes. The question I wanted to raise to you, Mr. Congress- 
man, was that you expressed surprise at pei-cent. We f^qt off on an- 
other question and I didn't have the opportunity to tell you that in 
this instance not only did the contractor make an effective OS-pei-cent 
return on net worth but the Government furnished the capital and 
the Government furnished some equipment and the Government fur- 
nished, I am almost sure, if my memory serves me, a portion of the 
plant. 

My question to you is in such a situation and under those condi- 
tions, would you say about $1 billion in saVs after having produced 
that airplane over a period of 10 or 12 years is excessive? 

Mr. RoussELOT. I would be foolish to guess something you have 
studied for many years. I don^t know the details. You came on the 
Board when? 

Mr. Chase. October 10, 1973. If you would like to see the details; 
I look forward to your coming to my office. 

Mr. RoussELOT. You are saying that there would have been an ex- 
cessive profit if it had not been for the Renegotiation Board? 

Mr. Chase. No. My point, Mr. Congressman, is that the amount the 
Renegotiation Board recovered was grossly insufficient. 

Mr. Rousselot. On 9 percent of sales — by the way what was the 
product involved? 

Mr. Chase. The F-4 fighter jet. 

Mr. Rousselot. The whole airplane ? 

Mr. Chase. Yes; except the engines. The engines wei-e Government 
furnished, I believe. That may have included the engines. I don't 
know. The armament and engines were provided, I am told. 

Mr. Rousselot. Maybe Dr. Lenches or someone else who was here 
at the time — ^^m ^-'-o '^^"^ ^' orp. iof^7 ,g f, ^on^r time ago — vour point 
it if it had not been for the Renegotiation Board there would have been 
no recovery? 

Mr. Chase. The years in review were 1967, 1968, 1969. But we didn't 
get around to examining them until a couple of years ago and I was 
on the Board then. 

Mr. Rousselot. I see you instituted or participated in instituting 

Mr. Chase. I participated in the decision and I dissented because 
I felt that the Board had not arrived at a proper determination. 

Mr. Rousselot. Well, I would be more than happy to come down and 
learn more of the facts of that particular situation. 

Mr. Chare. I would l)e more than happy to show you a multitude 
of cases that are similar to that. 

Mr. MiNisii. The time of the gentleman has expired. 

Mr. Rousselot. I have a couple of other questions. My colleague has 
asked questions. None of your colleagues are here. 

Mr. MiNiSH. You had time before we went over to vote. 

Mr. Anxunzio. I yieM my 5 minutes to you, go ahead. 

Mr. RoussEiiOT. I don't want to take away your time. 

Mr. Annuxzio. I would be glad to yield to you. 

Mr. Rousselot. Thank you. Did you ever know Richard Burris ? 

Mr. Chase. Yes; I did. 

Mr. Rousselot, He was a former Chairman. 
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Mr. Chase. Eight. 

Mr. EoussELOT. In a conversation we have had with him, he states — 
and we, of course, have known him because he has been here in this 
area for some time — he is a former Chairman of the Renegotiation 
Board — ^that he thinks the Board is unnecessary, except in wartime or 
times of national emergency. This is a former Chairman. I assume 
you disagree with that. 

Mr. Chase. The present Chairman disagrees with that. 

Mr. RoussELOT. I realize that is you. Obviously. But he was there, 
I think, for 2 or 3 years. I don't know the exact time. You were both, 
I think, appointed by President Nixon, is that not correct? 

Mr. Chase. Yes. 

Mr. RoussELOT. How do you suppose that there could be — did you 
ever discuss this with President Nixon as to his judgments? I know 
Mr. Ash felt that it was not wholly necessary except in times of war. 

The Board has been without authority since last year now. But is it 
possible, on the basis of the general feelings of James Lynn, who 
was Director at the Office of Management and Budget, and the others, 
that maybe that is an indication that most, including Mr. Burris, felt 
it was, in view of the things that have come into place in th^ law since 
the Board was originally established, that there are enough checks and 
balances in the system, and that the Renegotiation Board is basically 
unnecessary now, and that the McCloskey approach on the legislation, 
that Congressman McCloskey has testiiRed for, and I am sure* you 
heard him the day before 

Mr. Chase. Yes; I did. 

Mr. RoussELOT [continuing]. That that is a possible approach. 

Mr. Chase. Now you have given me a series of questions. The first 
one I recall is did I have discussion with Mr. Nixon about this and 
my answer is, "No ; I did not." 

Mr. Rousselot. But he did appoint you. 

Mr. Chase. Yes ; he did appoint me. 

Mr. Rousselot. As I recall, you were chairman of the Democrats 
for Nixon in Washington, were you not? 

Mr. Chase. That is right. 

Mr. Rousselot. He appointed you and never had a discussion on 
this subject with you? 

Mr. Chase. I did bring it to the attention of Roy Ash. He did not 
do anything about it, and he said he would look into it and that was 
the end of it. I went to see Walter Scott, Associate Director of OMB 
then, and he said he would do something about it but he didn't do any- 
thing about it. 

Mr. Rousselot. It wasn't at the top of their list, then. 

Mr. Chase. I guess it wasn't at the top of their list. 

Mr. Rousselot. As to an essentia] vehicle to save the taxpayers' 
money, they didn't view it in that light? 

Mr. Chase. That is your conclusion. I don't know what their reason 
was, but I think sir, it was at the expense of the taxpayers. 

Mr. Rousselot. You made that clear. Nobody can ever fault you 
for not having stated very clearly that you think this saves the tax- 
payers lots of money, that it relativelv is an inexpensive vehicle to do 
that, and you have made that position clear in your statement. It 
is a complete statement. 
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You are familiar with the 26 steps that this subcommittee has been 
provided with, through which a contract must go through prior to 
the time that it reaches your shop. 

Mr, Chase. I am not acquainted with it in detail. 

Mr. EoussELOT. I beg your pardon ? 

Mr. Chase. I am not acquainted with it in detail. 

Mr. EoussELOT. You are not acquainted with it in detail? 

Mr. Chase. No. 

Mr. RoussELOT. Would you review it for us since they are in law 
and provide for a substantial amount of review and discipline in the 
system ? You don't know about them ? 

Mr. Chase. I know about them, but not in detail, I will submit my 
views in detail if you will permit me to do that. 

Mr. EoussELOT. I would be delighted to let you do that. You have 
been on the Board how long? 

Mr. Chase. Three and a half years. 

Mr. RoussELOT. And you have never reviewed the 26 steps before? 

Mr. Chase. Those are Department of Defense procurement rules, 
not Eenegotiation Board rules. 

Mr. RoussELOT. It relates to the authority of the contractor from 
being prevented from making excess profit. 

Mr. Chase. Yes. 

Mr. Kousselot. I assume you would be familiar with those. 

Mr. Chase. I don't think it does that, sir. 

Mr. RoussELOT. It doesn't do it ? 

Mr. Chase. No. 

Mr. RoussELOT. Then we have failed as lawmakers, obviously. 

[In response to the request of Congressman Rousselot, the following 
information was submitted for the record by Mr. Chase :] 

Reply From Mb. Chase to Conobessman Rousselot Reoaboino the "26 Steps 
OF a Govebnment Contbact" 

The "26 steps" that are in question here have been provided to the Subcom- 
mittee in a statement by Barry J. ShiUito, on behalf of the Financial Executive 
Institute, in the course of the Subcommittee's hearings on March 29, 1977. 

As I indicated in my testimony, the "26 steps" represent armed services pro- 
curement regulations (ASPR) and promulgations of the Cost Accounting Stand- 
ards Board. The Board does not and cannot by law use ASPR as a guide for 
renegotiation. All but a few of the ASPR's are used for precontract award nego- 
tiations. The contractor with a fixed price contract has little to worry about 
unless his material estimates are found to be inaccurate, and known to be in- 
accurate by the contractor at t}ie time of award. Cost Accounting Standards 
Board is trying to set up uniform accounting practices for contractors to employ 
when recording costs. This has been a major problem for years. Contractors bid 
one costing method and record costs on their books on another method. The 
Board by law allows the contractors to file under the Internal Revenue Code. 
I.R.S. is very generous for allowance of costs compared to ASPR. There is no 
agency except the Board entitled to review the sum total of a contractor's Gov- 
ernment business. DCAA is limited to a single contract at a time. But there is 
nothing in those "26 steps" that deals directly with the mandate of the Renego- 
tiation Board, the elimination of excessive profits. Even assuming that these 
"26 steps" could in fact guarantee acceptable procurement practices at all times, 
good contracting techniques are not enough. As a Congressional document stated 
in 1956, 

If all prime contracts and subcontracts could be made at prices that were 
fair, not only in the light of the facts and circumstances then existing, but also 
in relation to all pertinent developments occurring later in the fiscal year of 
the contractor,' principally additional production volume, and if all such present 
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and future facts could be known by the procurement officer negotiating each 
individual prime contract, and by each industry purchasing agent negotiating 
each individual subcontract, there would be no need or justification for renegotia- 
tion at any time. Since this is not possible, it follows that an individual price that 
has been soundly negotiated and is honestly believed to be fair and proper at 
the time of the negotiation may prove, in relation to subsequent developments, 
to be unfair and improper in the sense that it yields excessive profits to the con- 
tractor. (Report of the Joint Committee on Internal Revenue Taxation Relat- 
ing to Renegotiation Senate Document No. 126, 84th CJongress, 2d Session, May 31, 
1956, p 13.) 

The conclusion is inevitable : Renegotiation is needed because, as I said earlier 
in my testimony, efforts to improve purchasing techniques and contract provisions 
simply cannot overcome the basic characteristics of military-space procurement. 

Mr. MiNiSH. Your time has expired. 

Mr. EoussELOT. My time has expired again. I think this is an im- 
portant witness. 

Mr. MiNisH. Submit your questions in writing. 

Mr. EoussELOT. I want to Imow about Bert Lance. 

Mr. MiNisH. Go ahead and ask about Bert Lance. 

Mr. EoussELOT. You have had no opportunity to discuss the issue 
of the exploration of the Board with Bert Lance, the new OMB 
Director? 

Mr. Chase. I have had a private meeting with Bert Lance in con- 
nection with the needs and my recommendations as regards the office 
of the Eenegotiation Board. 

Mr. EoussELOT. Has he responded to that? 

Mr. Chase. He said he would get back to me and I am sure he will 
soon. 

Mr. EoussELOT. When was that meeting? 

Mr. Chase. About 10 days ago. 

Mr. EoussELOT. I can fully appreciate that he may not have had time 
to respond. Would you suspect that that might be crucial, his re- 
sponse to you, may be crucial to our consideration here? 

Mr. Chase. I would say that you would be interested in it. 

Mr. EoussELOT. Yes. 

Mr. Chase. Whether it is crucial, I don't know. I made the request 
for a supplementary. 

Mr. EoussELOT. Supplementary money ? 

Mr. Chase. Yes. 

Mr. EoussELOT. The Appropriations Committee? 

Mr. Chase. I made it to OMB. 

Mr. EoussELOT. They submit it to the Appropriations Subconmiittee. 

Mr. Chase. If they decide to grant it, yes. 

Mr. EoussELOT. He has not decided yet ? 

Mr. Chase. I don't know. He is under great pressure. 

Mr. EoussELOT. He is under tremendous pressure, we both would 
agree with that. Wouldn^ it be the better part of wisdom for us to 
wait for his response ? 

Mr. Chase. I would say not. 

Mr. EoussELOT. Go ahead without his response? 

Mr. Chase. Yes, sir, with the Minish bill. 

Mr. MiNisH. Thank you, Mr. Chase. We appreciate your coming up 
here and giving your views on the legislation. 

[Whereupon, at 4 :30 p.m., the hearing was adjourned, subject to 
the call of the Chair.] 
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Statement of Hon. Nobman Y. Mineta, a Representative in Gonoress 
From the State of California 

Mr. Chairman, I appreciate this opportunity to testify before your subcom- 
mittee on H.R. -4082, the Renegotiation Reform Act of 1977. 

I would just like to make a brief statement in order to indicate my concerns 
with this measure — the same concerns which worry my colleagues, Mr. Downey 
and Mr. McCloskey 

In my opinion, making the Renegotiation Board a permanent feature of pro- 
curement law is simply a step in the wrong direction. 

Renegotiation of contract prices to eliminate excessive profits is necessary in 
wartime or periods of national emergency when time is short and the government 
cannot engage in a thorough price analysis to ensure adequate competition or to 
substantiate costs. However, when we are at peace, this burdensome process of 
after-the-fact recontracting is no longer warranted. 

Changes which have occurred since 1^1 have made the entire procurement 
process highly sophisticated and complex, with numerous regulations, procedures, 
reviews, checks and controls. In addition. Congress has passed several Laws 
specifically directed at the procurement process such as the Truth in Negotiations 
Act of 1982 and the Cost Accounting Standards Act of 1970 which created the 
Cost Accounting Standards Board (CASB) . 

While I am not an expert on procurement law which as I am sure this Com- 
mittee will agree is a weighty and complex subject, I am convinced that when 
this country is at peace a permanent Renegotiation Board is unnecessary in light 
of the other safeguards which are provided for the government. 

Although I am opposed to H.R. 4082 as currently drafted, t think that there are 
modifications which would appreciably improve the bill. For example, Mr. Mc- 
Closkey's idea of making the bill applicable only during time of national emer- 
gency implemented by the President should certainly be given your careful 
consideration. 

In closing just let me point out that the American business community and the 
public at large are begging the Congress to eliminate some of the massive, often 
contradictory web of federal regulations that tangle their day-to-day lives. 
A permanent Renegotiation Board as envisioned by H.R. 4082 is clearly at odds 
with what our constituencies are asking for. 

Thank you. 

Statement of Hon. Don Quayle, a Representative in Congress 
From the State of Indiana 

Mr. Chairman and members of the subcommittee, the Renegotiation Board 
met with a most timely death on September 30, 1976, and I believe we should let 
it rest in peace. 

This committee is being asked to approve legislation which would revive the 
Renegotiation Board and further endow it with new powers. I would respectfully 
submit for the committee's consideration several points which I believe to be 
important in making your decision. 

The 95th Congress is charged by President and constituent alike with the task 
of government reorganization, of making more eflicient this massive structure 
which the taxpayers support. It is our duty to eliminate those agencies and func- 
tions which are no longer cost effective. I submit that the Renegotiation Board is 
an excellent place to begin. 

The Renegotiation Board was founded in 1942 to deal with some very real war- 
time exigencies, and I believe it served its purpose during that period. We are 
not at war now, however, and the justification for the Board has been eliminated 
by changing economic realities and the advent of several government auditing 
agencies which duplicate the efforts of the Board, and do so much more equitably 
and efficiently. 

(461) 
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During the war, the most imiportant consideration was the production of war 
goods and their swift delivery into the field. Price was, quite literally, not the 
(ybject, and so the Renegotiation Board was set up to deal with any excess profits 
after the fact. This allowed for rapid production and also protected the govern- 
ment from hastily contracted price schedules. Its structure and methods of oper- 
ation were not the best, but many things must be excused in a wartime situa- 
tion, and so the industry willingly cooperated. 

We are no longer at war, and the Board has not only outlived its usefulness ; 
its continued existence threatens our defense production and development cap- 
abilities. 

In the 1975 Annual Report of the Renegotiation Board, the record of years 
1953-1975 show a significant downward trend in the occurrence of excess profits. 
It appears that the need for the Board, even based on their own records, is dis- 
appearing. For example, drawing from the Board's last report of December 
1976, the figures show that roughly 1% of all contractors filing with the Board 
were found to have made excess protfis. From this 1%, ttie Board recovered $40 
million in excess profits for the government. 

Lest this appear to be a substantial savings, let*s look at what it cost to 
retrieve that $40 million. First, we have the cost of keeping the Board in opera- 
tion : $5.5 million. Next, we have the cost of compliance wtih Board demands on 
the part of the businessman who is making these excess profits : former Deputy 
Secretary of Defense David Packard estimates that the total industry cost ap- 
proaches $365 million. This cost is not absorbed by the businessman ; it is passed 
on to the government and the consumer. 

Nor is this the only loss to the government. There is the loss of corporate 
income taxes on that $40 million, which would have been about $20 million. 
Taking all these items together yields a high price tag for a service to the govern- 
ment which is already rendered by other agencies and laws. This is the very 
reason why "government reorganization" has become the battle cry of the day, 
and judging from this Board's performance, one can easily understand why. 

All of us would agree that the government needs to be careful when it spends 
our money. We are all familiar with examples of waste too numerous to men- 
tion. The Renegotiation Board, however, does tihe government no favors by its 
existence. The amount it allegedly "saves" the government is so small that it is 
far outweighed by the cost of maintaing the Board, the cost of compliance with 
Board demands by businesses — costs which are eventually passed on to us as 
consumers and taxpayers — and the cost of litigation, for roughly half of all Board 
findings are appealed in court. 

The Renegotiation Board has outlived its purpose. Considerable evidence has 
been presented to this committee which shows "how it harms small business and 
deprives the government of competition in an expensive field. Revival of the 
Board would only serve to wreak havoc on an increasingly risk-filled business, 
and would raise government costs even higher. The Board now contradicts the 
very purposes for which it was founded. In the name of government reorganiza- 
tion and increased efficiency, we should let well enough alone. The Renegotiation 
Board is no longer justified. 

Electronic Industries Association, 

Washington, B.C., April 8, 1977, 

Hon. Joseph G. Minish, 

Chairman, Subcommittee on General Oversight and Renegotiation, Commit^ 

tee on Banking and Currency, U.8, House of Representatives, Raytum House 

Office Building, Washington, B.C. 

Dear Mr. Minish : The Electronic Industries Association, the national organi- 
zation of manufacturers of electronic products, is comprised of approximately 
280 member companies, large and small, wliich produce all types of electronic 
systems, equipment and parts, from the simplest to the most complex. Our mem- 
bers account for 80% of the $35 billion electronicls market and employ approxi- 
mately a million people. Our industry is one of the major stources for defense 
procurement, and is accordingly subject to the process of renegotiation. We are 
therefore most appreciative of this opportunity to express our concerns on the 
impact which the provisions incorporated into H.R. 4082, "The Renegotiation 
Btform Act of 1077" would have on our industry. 

As you know, the Electronic Industries Association testified before the General 
Oversight and Renegotiation Subcommittee of the House Banking, Currency and 
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Housing Committee on September 19, 1976. At issue at that time were the pro- 
visions of H.R. 9534, which were nearly identical to those aspects of H.R. 4082 
on which we would like to remark today. As our comments of that time are 
equally relevant to the issues raised by H.R. 4082, we would like to resubmit 
our testimony of that time, augmented by the following considerations. 

Due to the well established controls which the Government has incorporated 
into its procurement structures since World War II, we do not feel the rene- 
gotiation process is currently warranted. Further, we feel that the provisions in- 
corporated in H.R. 4082 would have a definite negative impact on the eflacient 
functioning of the Government Procurement system. 

In the Electronics Industry, the products which the government procures range 
from simple parts to highly sophisticated, intricate electronic systems. Advanced 
levels of sophistication are always accompanied by risks that the detailed speci- 
fications outlined by the government in its Request For Proposal (RFP), may 
prove more difficult to meet than anticipated. After the government has spent 
years developing a RFP for an advanced electronics system, the contractor must 
bid on the premise that the specifications contained therein are feasible, and can 
be met within an estimated cost range. This is not always the case. Unless over- 
all profits can compensate for losses in such instances, there is little incentive to 
contract with the government for projects requiring amplication of the more ad- 
vanced states of technology. The current erosion of our defense industrial base is 
an example of the eifects these factors will have. 

Further, renegotiation by product line or division would prohibit the contractor 
from compensating losses incurred on one project with profits received on an- 
other. Consequently, a contractor would have little or no incentive to continue a 
non-profitable or only marginally profitable operation. Such forces would be dia- 
metrically opposed to current eiforts to lower the national rate of unemployment. 

We have attached a detailed analysis of the deficiencies we feel are prevalent 
In H.R. 4082 for your consideration on this matter. We would be more than happy 
to submit any further information you may wish in this regard. 

Thank you for your consideration of our views. 
Very truly yours, 

V. J. Adduci, President. 

Sttmmaby of Defects of the Rei^egotiation Reform Act of 1977 (H.R. 4082), 
AS Described in Detail in the Attached Report 

Highlighted below are the major defects of H.R. 4082. 

1. The prohibition of the use of the percentage-of-completion method of ac- 
counting would be contrary to long established and widely accepted accounting 
practices, would require the maintenance of extensive records solely for renego- 
tiation purposes and would greatly Increase the cost of renegotiation. In addition, 
such prohibition would cause drastic fiuctuations in sales and profits from year to 
year, postpone renegotiation of major contracts or contract segments for several 
years and would destroy statistical comparisons presently used by the Renegotia- 
tion Board to judge the reasonableness of profits. 

2. Renegotiation by divisions and by major product lines within a division, In- 
stead of renegotiating profits In the aggregate as heretofore, not only would be 
Impractical to Implement but would cause inequitable results in determining the 
reasonableness or excesslveness of profits. 

3. The requirement, with respect to long-term contracts, to treat Individual 
amendments as separate contracts not only would be contrary to established 
procurement and accounting practices but would be Impossible to Implement. 
Such Incremental reporting would require the maintenance of elaborate records 
solely for renegotiation purposes, greatly Increasing the cost of renegotiation. 

4. H.R. 4082 win cause an Increase in the cost of renegotiation to the industry 
and Government, and ultimately to the taxpayer. Such Increase may well exceed 
the Intended benefits and would result In higher costs and prices for the products 
and services purchased by the Government. 

COMMENTS ON H.R. 4082 (RENEGOTIATION REFORM ACT OF 1977) 

1. Prohibition of percentage-of-completion method of accounting 

The following two sentences in Sec. 105(a) (2) should be deleted: "Provided, 
that the percentage-of-completlon method of accounting shall not be used. How- 
ever, amounts received or accrued under long-term contracts or subcontracts 
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which provide for completed production units to be delivered or units of service to 
be rendered over a period of more than one year, and for which a stated price for 
such units has been established in the contract, shall be included in the fiscal year 
(or such other annual period as may be determined by the Board) in which such 
units are delivered or services rendered or in the fiscal year in which the contract 
or subcontract is completed". 

The percentage-of-completion method is one of the three generally accepted 
methods of accounting for Government contracts, as first promulgated, by the 
American Institute of Certified Public Accountants (AICPA) and later adopted 
by the Financial Accounting Standards Board, the authoritative rule-making 
body of the accounting profession. Purusant to the AICPA Accounting Research 
Bulletin No. 45, "when estimates of cost to complete and extent of progress toward 
completion of long-term contracts are reasonably dependable, the percentage-of- 
completion method is preferable'' (emphasis added). Similar preference has been 
expressed by the Securities and Exchange Commission. 

It must be recognized that any method of revenue recognition and any method 
of accounting for contract costs requires the utilization of estimates and judge- 
ment. For example the costs for initial start-up, engineering and tooling and for 
the use of production facilities and other fixed assets must be estimated for each 
item produced or contract performed through amortization or depreciation 
charges. Lil^ewise, the restating of inventories to realizable value under the lower 
of cost-or-market method or the selection of an appropriate base (e.g., direct labor 
hours, percentage of floor space occupied, etc.) for the distribution of various 
overhead expenses to the various contracts being performed again is based on 
estimates and assumptions. If the costs determined by the above methods are con- 
sidered acceptable, as they are, then there should be no reason to reject similar 
accounting and estimating methods with respect to determination of sales and 
profits under the percentage-of-completion method. 

As a consequence of the prohibition of the percentage-of-completion method, a 
contractor's renegotiable sales and profits would be subject to drastic fluctuations 
from year to year. Major aerospace contracts require long periods of time to com- 
plete and even if reported for renegotiation purposes by segments, in the manner 
proposed for long-term contracts, the completion of each segment may take sev- 
eral years. As a result, the reporting for renegotiation of hundreds of millions of 
dollars of receipts or accruals recorded annually by a contractor over several 
years would be deferred until the year the contract is completed. In the year of 
completion a comparable distortion is created in that renegotiable sales accrued 
over several years would be recognized within a single accounting period. The 
impact of such erratic sales and profits would be magnified by the number of con- 
tracts or contract segments required to be reported under the completion-method. 

The prohibition of use of the percentage-of-completion method of accounting 
would not only negate the Renegotiation Board's ability to compare a contractor's 
historical performance but also would destroy any reasonable comparisons of 
profitability with other companies (whose sales and profits would be just as dis- 
torted) or with the industry as a whole. Such comparisons have traditionally 
been relied upon by the Renegotiation Board and by the courts in determining the 
reasonableness of a contractor's profit. Also the prohibition of the percentage-of- 
completion method would greatly increase the cost of renegotiation. Thoucnnds 
of Government contractors and subcontractors would be compelled to maintain 
separate accounting records solely for this purpose, the cost of which would be 
passed on to the Government, and ultimately to the taxpayer, at a time when Gov- 
ernment's reporting requirements are already overwhelming the industry. 

In conclusion, the percentage-of-completion method of accounting has been 
widely used by the industry for decades, particularly for cost-reimbursement type 
contracts which comprise a large segment of the defense and space procurement. 
Statistics for the most recent four-year period of 1972-1975 indicate that this 
method was used for about 75 percent of the long-term contracts. It is widely 
used for such diverse purposes as reporting to stockholders and the public, to the 
Internal Revenue Service, to the Securities and Exchange Commission, to various 
Government agencies, to the Renegotiation Board, and it is also used for billing 
purposes under Government contracts. Considering the universal adoption of and 
preference for this method, the provision prohibiting the use of the percentage-of- 
completion method of accounting for renegotiation purposes indicates a lack of 
understanding of this particular accounting method. 
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2. Renegotiation hy division and hy major product line icithin a division 

The following sentence in Sec. 105(a) (2) should Ik? (lelete<l: '*The Board shall 
renegotiate all coaitracts and subcontracts l)y division and by major product 
line within a division of the contractor or subcontractor." 

The word "division" has different meanings to different companies and it is 
used interchangeably with sucli terms as profit center, cost center, segment, 
group, operation, etc. The criteria for a division vary and product line is only 
one factor for defining a division : otlier factors may l)e management control, 
marketing requirements, geographical delineation, cost and profit control, etc. 
"Divisions" vary greatly in size witliin a company, rangiaig from possibly a few 
employees to thousands of employees. likewise there may l)e variations in sales 
by hundreds of millions of dollars between divisions. A "division" of a corpora- 
tion even may include not only r.S. but also foreign subsidiaries. The divisional 
makeup of a company continually changes, to keep pace with the changing 
business environment, such changes impeding year-to-year comparisons of even 
the same "division". 

Furthermore, the comix)sition of divisions may l)e dissimilar from company to 
company, as for example, avionics systems may l)e a part of the electronics 
division of one company but be a imrt of the aircraft division or space division 
of another company. The Renegotiation Board would have difficulty making mean- 
ingful comparisons of divisional profits with other companies when the "divi- 
sions" themselves are not comparable. 

The aforementioned difficulties would l)e accentuate<l should renegotiation by 
major product line within a division l)e required. In larger companies, major 
contracts are normally performed by more than one division, each contributing 
according to its capabilities and si)ecialties. For example, on a $100 million 
aircraft contract, the aircraft division may request support by other divisions 
for $30 million for electronic systems, various airframe components, training 
equipment, heavy machining, etc. Under the proposed provision, this contract 
would be Included by the aircraft division in the aircraft sales to the extent of 
$70 million, whereas $30 million would be reported as "miscellaneous" sales 
by the other divisions whose major product lines are other than aircraft. The 
profit on the $70 million aircraft sales may be at variance with the overall 
contract profit, since profit rates on airframe, electronic systems, etc. may 
differ from the overall contract profit rate. The performance report furnished 
by the procurement agency to the Renegotiatioai Board would naturally deal with 
the entire contract including, for example, the electronic equipment. Thus, in 
determining the reasonableness or excessiveness of aircraft product line profits, 
the Renegotiation Board would be utilizing incomplete sales, costs and there- 
fore incorrect profit and performance data. 

The Renegotiation Board would find it diflacult to apply the statutory factors. 
For example, returns on capital and net worth are key factors in assessing the 
reasonableness of renegotiable profits. To segregate overall corporate resources 
by divisions (which in itself is a nebulous term) and by major product lines 
within divisions, arbitrary allocations of a highly subjective nature would be 
required. Yet, the contractor must provide this breakdown in the renegotiation 
report and must certify, under the criminal penalty provisions of the Act, that 
such allocations are true and correct. Further, the Renegotiation Board would 
be using such subjective figures, whether the contractor's or its own, to compare 
the contractor's performance to other companies whose allocations of capital and 
net worth figures would be just as controversial. 

Profit for a product line is the aggregate of the profits and losses on the in- 
dividual contracts comprising the product line. In the case of a small company 
with only one product line, the total company profit is the sum of the profits 
and losses on all its contracts, and for this purpose, favorable profits on some 
contracts are offset by nominal profits or losses on other contracts. Obviously, 
should a contractor be limited to the earning of reasonable profits at best on 
some contracts while having no opportunity to adjusit for losses being sustained 
on other contracts, by definition the contractor will be limited to earning less 
than a reasonable profit for his governmental business overall. Nevertheless this 
contractor would he able to offset favorable contracts with loss contracts in de- 
termining renegotiahle profit since the example presxunes the contractor has only 
one product line. The question arises as to what rationale exists that permits a 
contractor to offset a loss on a major contract against favorable profits on another 
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major contract so long as both contracts are in the same product line, while 
another contractor could not if such contracts were in diiferent product lines. 
Profits are not generated by product lines but are generated from indiyidual con- 
tracts singularly negotiated ; the fact that certain contracts fall within or with- 
out a i>articular product line is by happenstance. 

Contracts can be grouped in many ways, such as by types of contracts (cost- 
reimbursement, fixed-price, etc.), types of customers, product lines, size of con- 
tracts, geographical distribution, and other factors. It is jtist as erroneous to 
single out product lines as a means of determining the reasonableness of profits 
as it would be to renegotiate contracts on a geographical basis. 

In fact, it is a long established practice of the Renegotiation Board to analyze 
sales, costs and profits by contract types as well as by product lines ; however 
again, renegotiating by contract types alone would be just as inequitable as 
renegotiating only by product lines. 

Finally, the provision for renegotiation by division and by major product line 
within a division would be in conflict with the first sentence of section 105(a) (2) 
which requires the Board to "exercise its powers with respect to the aggregate 
of all amounts received or accrued during any fiscal year . . ." (underscoring 
added). 

S, Treatment of contract modifications as new controls 

The following sentence in Sec. 105(a) (2) should be deleted : "Contract modi- 
fications or options providing for additional units of production or services shall 
not be regarded for purposes of renegotiation as extending the period of per- 
formance set out in the original contracts or subcontracts, but shall he treated 
for purposes of renegotiation as if such contract modifications or options were 
new contracts or subcontracts". 

Anyone familiar with procurement and accounting procedures would recognize 
that the requirement to treat as new contracts all contract modifications or 
options providing for additional units of production or services would impoee 
an exorbitant burden on the industry. Throughout their lives, long-term con- 
tracts are continually modified by means of a variety of contractual instruments, 
some bilateral, some unilateral, which can add new items, delete items, combine 
previous separate items or split a previous combination of items, complete 
restructure options after the fact, increase or decrease the scope of the work with 
no segregation of prior and new requirements, provide for additional work at 
prices to be negotiated, terminate various supplies or services, make retroadtive 
price changes, and so on. Quite frequently, the prices are tentative, subject to in- 
centive or other revision to be settled after completion of the contract whidi 
may take years to accomplish. In the meantime, however, the contractor would 
be required to report such contract modifications for renegotiation purposes as 
separate contracts having separately Identified sales and costs and to certify 
the accuracy of the data, under the criminal penalty provisions of the Act, 
even though the contract prices and profits may yet to be ascertained. Presom- 
aJbly substantial litigation will result from controversies as to whether specific 
contract modifications or options constitute new contracts under the particular 
circumstances. 

To illustrate the magnitude of the problem, a typical multi-year production 
contract comprised over 80 significant modifications and over 220 minor modi- 
fications, all of which would have to be treated as new contracts, and many other 
contract changes the status of which in this context would need to be clarified. 
Because of the price revision provisions of the contract, the prices are yet to be 
settled. In the meantime, however, the contractor would have been required under 
the proposed legislation to report each of the several hundred modificaticms as 
separate contracts, reporting profits thereon — in the absence of firm prices— on 
some estimated basis. 

The accoimting and reporting systems presently maintained by the industry 
could not provide the mass of data that would be required to report in the pro- 
posed manner for renegotiation purposes. The establishment of accounting sys- 
tems that would provide the reqisite information would be expen<^ve. 

4, Conflict between proposed section 105 (a) and section 103 of the act 
. The revised section 105(a) would be in confiict with section 103 of the Act 
with respect to some basic features of renegotiation. Section 103, as implemented 
by the Renegotiation Board Regulations, provides that 



Digitized by 



Google 



467 

Income and costs must be reported in accordance with the method of account- * 
ing employed by the contractor in determininfr net income for Federal income 
tax purposes : 

Income and costs must be reported in the fiscal year when reported for Fed- 
eral income tax purposes : 

In case the contractor s tax accounting: method is. in the judg:ement of Rene- 
gotiation Board, unsuitable for renegotiation purposes, the Board is empowered 
to substitute — either l»y agreement with the contractor or unilaterally — such 
method of accounting as. in the opinion of the Board, will properly reflect the 
profits realized in a particular fiscal year from renegotiable business performed 
in that year. 

With respect to Government contracts, the percentape-of-completion method 
is one of the three principal methods of accounting widely used for Federal in- 
come tax purposes. By prohibiting the use of that method and mandating the 
use of the completed contract method the proposed section 105 would be in con- 
flict with section 103. Furthermore, under the constraints of section 105. the Re- 
negotiation Board would Ite precluded from exercising its liest judgement, as re- 
quired by section 103. in carrying out the mandate of the act to ensure renego- 
tiation in the most equitable manner and to determine for that purpose the most 
appropriate method of accounting under the circumstances. 

5. Interest on refund of exeessive profits 

Sec. 105(b) (2) should be retained in its present form and the following pro- 
vision of the profiosed Sec. 8 should be deleted: "(a) (2) INTEREST— (A) IX 
GENERAL. Interest in the amount of excessive profits determined for any fiscal 
year (or such other period as may be determined by the Board) shall accrue and 
be paid at the per annum rate determined under subparagraph (C) for the pe- 
riod beginning after the last day of such fiscal year (or such other period), and 
from such last day to the date of payment or recovery." 

To assess interest on excessive profits from the end of the review year, rather 
than for the period following an excessive profits determination, would penalize 
the contractor for tlie normal processing period required by the Renegotiation 
Board in its review of the renegotiation report, the duration of such period being 
completely beyond the control of the contractor. The determination that ex- 
cessive profits exist is a judgemental decision solely within the discretion of the 
Renegotiation Board, such determination being neither foreseeable by the con- 
tractor nor estimable as to amount. In fact, prior to such determination there is 
no liability for a renegotiation refund. 

6. Cost impact to implement provisions of H.R. 4082 

Thousands of contractors and subcontractors, large and small, will be forced 
to set up and maintain, solely for renegotiation purpose, elaborate accounting 
records, first because of the unallowability of the percentage-of -completion meth- 
od of accounting and second, to account for long-term contracts by individual 
contract amendments. These records will conform neither to the general books, 
which are audited by independent public accountants, nor to the tax accounting 
records, which are audited by the Internal Revenue Service. The cost of main- 
taining separate sets of books and records for renegotiation purposes will amount 
to many millions of dollars, considering the thousands of companies involved, 
resulting in higher costs and prices for the products and services purchased by 
the Government. In addition. H.R. 4082's mandate that all financial statements 
filed with the Renegotiation Board be audited will require the services of a large 
number of Government auditors, plus contractor personnel to accommodate the 
auditors. Such administrative requirement will generate millions of dollars of 
additional costs to the Government and industry. The combined costs attribu- 
table to the requirements of H.R. 4082 would at best negate the benefits envi- 
sioned by H.R. 4082 and. more likely, would be counterproductive by causing 
higher costs and prices to the Government. 

7. Misoellaneous provisions 

(a) The phrase "of such excessive profits" in Sec. 105(a)(1)(B) should be 
changed to "of excessive profits received or accrued". The present wording is 
ambiguous in that it might be interpreted as requiring the Renegotiation Board 
to eliminate by unilateral order not only excessive profits received or accrued, 
but also such profits likely to be received or accrued. Under the current Act, the 
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elimination of excessive profits likely to be received or accrued requires the con- 
sent of the contractor. » 

(h) If recommendation in Paragraph 2 of this Report is accepted, then on 
page 5, line 9, the following provision should be included in Sec. 105(a) (1) fol- 
lowing the words "or other agency" in the third sentence: 

By agreement with any contractor or subcontractor, and pursuant to regula- 
tions promulgated by it, the Board may in its discretion conduct renegotiation on 
a consolidated basis in order properly to refiect excessive profits of two or more 
related contractors or subcontractors. Renegotiation shall be conducted on a con- 
solidated basis with a parent and its suibsidiary corporation which constitute an 
afl^liated group under section 1504(a) of the Internal Revenue Code if all of the 
corporations included in such affiliated group request renegotiation on such basin 
and consent to such regulations as the Board shall prescribe with respect to (1) 
the determination and elimination of excessive profits of such affiliated group, 
and (2) the determination of the amount of the excessive profits of such affiliated 
group allocable, for the purposes of section 1481 of the Internal Revenue Code, 
to each corporation included in such affiliated group. 

(o) In the two parenthetical sentences in Sec. 105(a) (2), the word "annual" 
should be deleted. As a rule, renegotiation is conducted on an annual basis and if 
a period other than annual period is to be used under special circumstances, this 
must be determined by the Renegotiation Board. 

(d) The number 75 in the proposed subparagraph (4) (B) (iii) of Sec. 106(e) 
should be changed to 55, so as to retain the heretofore used 55 percent. In the 
proposed new subsection (e) of this section (page 10), the Renegotiation Board 
is instructed to conduct a study with respect to exempt articles and equipment 
and to submit to the Congress a report of such study. In the absence of that 
study, it would be premature to change the heretofore used 55 percent. 

(e) The proposed new paragraph (5) of Sec. 106(e) should be deleted. The 
standard commercial article exemption is widely used by small business, which 
generally doets not maintain records to provide "complete costs and pricing data'*. 
This provision would effectively discourage small contractors from doing business 
with the Government. Incidentally, in the heading of this paragraph the word 
**pricing" may have been intended instead of "profitable". 



Congress op the United States, 

House of Representatives, 
Washington, D.C., March 22, 1977. 
Hon. J. William Stanton, 

Ranking Minority Member, Committee on Bankivg and Currency and Housing, 
Rayhum House Office Building, Washington, D.C, 
Dear Mr. Stanton : Enclosed is a letter I have received from the Gould (Cor- 
poration expressing opposition to the extension of the Renegotiation Act. 

Recognizing that the Act will probably be extended, he makes a number of rec- 
ommendations for amendments, which I would appreciate your Committee giv- 
ing consideration to when the subject is before it. 
With every good wish, I am 
Sincerely yours, 

Albert H. Quie, Member of Congress. 

Gould Inc., 
Rolling Meadows, III., March 16, 1977. 
Congressman Albert H. Quie, 
Rayhum House Office Building, 
Washington, D.C. 

Dear Congressman Quie: During the recent Congressional session Repre- 
sentative Minish introduced in the House legislation aimed at extending the Re- 
negotiation Act of 1051 due to expire September 30, 1976. This bill, H.R. 10608, 
was passed by the House l)ut did not receive Senate approval and in October of 
1976 the Renegotiation Act expired. It is anticipated that early in the new Con- 
gress Representative Minish will reintroduce a similar bill on Renegotiation. 
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Cronld Inc. has a concerntKl iiitereHt in a 113- ixmnible leiciMlation reKardiiiR Reueffo- 
tiation. While we l)elieve in its primary aim — elimination of excessive profits on 
defense and eiiaee contracts and related snlK'ontracts — we f<»el that the program's 
costs far exceefl its benefits an<l put an unnecessary bunien on American 
taxpayers. 

A study made by the Financial Kxecutives Institute of the annual reiK>rts of the 
Renegotiati(m Board from 1])71-7r>. usin^ valid assumptions conceniiuK industry 
administrative costs, determined that the taxiiayer wcmld have l)een lietter off 
without renegotiation. Tlie costs to industry of collecting, analyzing, and reiK>rt- 
Ing renegotiation data an> often overlookcMl in disc*ussions concerning renegotia- 
tion but these costs are includcKl in the prices of go<Kls and services procured by 
the Federal Government. If future legislation re<iuires greater administrative 
costs lH)th to government and industry, the taxpayer will l»e even worse off. 

Another consideration often overlooked is that the Renegotiation Hoani deter- 
minations of excess profits are on a pre-tax basis. Because of the 50 ver cent tax 
rate, the government would share half of these profits if they remaine<l with the 
contractor. 

We also believe the question of excess profits is rapidly becoming an irrelevant 
Issue because of dnnnatic improvements in government pnK'uremeut procedures. 
Currently, Defense Contract Administrative Senices, the Defense Contract Audit 
Agency, and the newly-establishe<l Cost Accounting Standards Board all serve to 
make all procurement pn)cedures more effective and to ensure reasonable costs to 
the government. The iK)int is that the taxi>ayer is already paying for these effec- 
tive procurement procedures. 

One other point we would like to make is one of basic economic common sense. 
The government should imy the lowest price for an article or senice. However, 
this is not necessarily the price which carries the lowest profit margin. In our 
society, profit is the incentive for a producer to do a better jol) not a measure- 
ment parameter for punishment. 

The legislation introduced by Congressman Minish in the last session of Con- 
gress, and which did not jiass, was descrilxKl as an attempt to protect the taxpayer. 
But we feel strongly that the taxpayer is already protecte<l by effective procure- 
ment programs. We a^so estimate that the cost of new Renegotiation legislation 
and procedures would l)e as much in a single year as the amount the Renegotia- 
tion Board has recovered in excessive profits in the last three year period. This 
is a very high priced and ineflftcient way to protect taxi>ayers who already are 
paying a sizable amount for protection. 

If despite what we and others feel are very cogent arguments against the 
Renegotiation Act, the Act is looked uix>u favorably by Congress, we would like 
to offer the following suggestions for considerati(m in enacting any specific 
Renegotiation legislation. 

1. Small busincfis should he exempt from the renegotiation process and large 
companies should not be required to report by product line. These two features 
would greatly reduce the administrative loss of revenue to the government. 

2. The renegotiation process should be restricted to sole-source negotiated pro- 
curements. All other procurements are made in an environment that is subject 
to market forces where comi)etitive pricing exists. 

3. If renegotiation is not restricted to sole-source procurements, the standard 
exemptions for commercial articles and services should l)e eximnde<l because the 
prices for these items are competitively set. 

4. There should be no provision for feasibility studies. Suflftcient data exists to 
make an informed choice concerning the future of the renegotiation process. A 
feasibility study would only generate additional taxjmyer exiwnse. 

5. Standards should be established to ensure the professionalism and highest 
conduct of members of the Board and their staff. 

6. Reasonable provisions should be made for the assessment of penalties and 
interest. The penalties prescril)ed in the Minish legislation are unduly harsh. 

7. Reporting by companies should follow Internal Revenue Service guidelines. 
No generally accepted accounting methods should be prohibited nor should Cost 
Accounting Standards Board Regulations be included. All c(mtractors must follow 
IRS guidelines and have set up acc*ounting systems which generate information 
on this basis. There should be no reason why an accounting method that is ac- 
ceptable for IRS purposes is not acceptable for renegotiation purposes. The rea- 
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son Cost Accounting Standards Board regulations should not be included is be- 
cause they do not apply to all contractors and only a portion of the business of 
contractors where they do apply. Any departure from these principles will require 
excessive administrative expenses for some contractors. 

8. There should be no blanket audit requirements for Renegotiation reports. 
Audits are a very expensive undertaking even without considering the time con- 
tractor's personnel must spend with auditors. Government contractors currently 
are subject to audit by the Internal Revenue Service, the Defense Contract Audit 
Agency, and the contractor's independent auditors. Additional blanket audit ef- 
forts would be counterproductive. 

In summary, we prefer no future Renegotiation legislation, however, if this is 
not possible, we would prefer renegotiation limited to sole-source procurements. 
We beUeve this approach would yield the best compromise between taxpayers' 
protection and taxpayers' expense. The taxpayer is the one who would suffer 
if future legislation is not realistic in terms of the administrative cost of report- 
ing by the contractor and the cost of reviewing the reports by the Renegotiation 
Board. 

If you would like more details on our company's views on this we have a posi- 
tion paper available that we would be pleased to send you. 
Sincerely, 

William T. Ylvisakeb, Chairman. 



Amebican Bab Association, 
Washington, D.C., March 28, 1977, 
Hon. Joseph G. Minish, 

Chairman, Subcommittee on Oversight and Renegotiation, Cotnmittee on Bank- 
ing, Finance and Urban Affairs, U,S. House of Representatives, Washing- 
ton, D.C. 
Deab Congressman Minish : We understand that you plan to hold hearings 
March 29, 30 and 31 on H.R. ^^082, a bill to revise and extend the Renegotiation 
Act of 1951. Even though the ABA will not be testifying, we would like to review 
for you the Association's position regarding renegotiation reform. 

The American Bar Association's House of Delegates has adopted two resolu- 
tions relating to the Renegotiation Act, which are enclosed. The first, passed in 
August, 1974, supported the elimination of the profit limitation provisions of the 
Vinson-Trammell Act and of Section 505(b) of the Merchant Marine Act or sus- 
pension of these statutes' provisions for as long as the Renegotiation Act is effec- 
tive. The second, adopted in February, 1976, urged a year's extension of the Act 
to allow for complete hearings since there was insuflScient time to consider exten- 
sive amendment of the Act. 

The 1974 resolution still reflects the ABA's position regarding the Vinson- 
Trammell and the Merchant Marine Acts and is particularly relevant now that 
the Renegotiation Act has expired. The second resolution reflects our views at the 
time Congress was considering the matter in 1975. The Public Contract Law 
Section is continuing review of possible legislation and we will let you know as 
soon as any new position is developed. 
Sincerely, 

Hebbebt E. Hoffman, Director. 

Resolution Adopted by the American Bab Association House of Delegates, 

August 1974 

Be it resolved. That the American Bar Association favors the elimination of 
the profit limitation provisions of the Vinson-Trammell Act and of Section 505 
(b) of the Merchant Marine Act, or, in the alternative, favors the amendment 
of Section 102(e) of the Renegotiation Act of 1951 suspending the operation and 
aipplicability of the profit limitation provisions of the Vinson-Trammell Act and 
of Section 505(b) of the Merchant Marine Act of 1936 for all purposes, so long 
as the Renegotiation Act of 1951, as amended and as extended, remains in 
effect; and 

Be it further resolved. That the President or his designee is authorized to 
present the substance of the foregoing resolution to appropriate committees of 
Congress. 
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Resoluation Adopted by the American Bar Ahsociation IIotrsE of Delegates, 

February 1970 

Resolved, That it is the iM)sition of the American Bar AH80ciatioii that the 
Renegotiation Act of 1951 sliould l>e extendwl without amendment for one year 
in order to provide ade<iiiate time for full and extemdve public liearingH with 
due regard to the Joint Committee <m Internal Revenue Taxation rei>ort to the 
House Committee on Ways and Means and the Senate Jlnance Committee punm- 
ant to Section 11 of PubUc Law 93-30S date<l Septem»>er 20, 1975. It i« the pofrf- 
tion of the American Bar Association that the time available for public hear- 
ings is not adequate for legislation of such great complexity and the Awjocla- 
tion is concerned about tlie questions respecting Renegotiation Board and court 
procedures raised by the Joint Committee Staff and the need to etftablish pro- 
cedures which meet the ''due process*' standards of the U.S. Constitution, 



Statement by David Packard ox Rexegotiatio?? a:?d H.R. .1082 

I am pleased to present my views to the Subcommittee on Creneral Ovendgbt 
and Renegotiation of the House Committee on Banking. Currency and Housing 
about renegotiation and H.R. 4082. I hope my statement can be included in tlie 
record of the hearings. 

The purpose of the renegotiation procedure which was used during World War 
II, the Korean War. and thrriugh the Vietnam period was to prevent excessive 
profits in the procurement of war materials. Excessive profits aris*» generally 
from three causes : slK>rtage of production capacity, inadequate contracting pro- 
cedures < often beean.«e of the time urgency of obtaining materials!, or large 
volume procurements at prices which were established for smaller volume mann- 
facturing. All of these pro»»lems liecome more serious in the time urgeniry of 
war production, but they can all be handled more effectively with good procore- 
m^it administration during peacetime. 

There has been considerable improvemcrnt in the administration of military and 
other federal procurement during the last few years. The CVmgress has passed 
I^Lslation that has been helpful : the Armed Services Procurement Regulations 
have been Improved : 0>j«t Aceriunting Standards are improved : the GSA Is 
doing an outstanding ^At in ot>taining products and services for the Federal 
government in a manner that is fair and equitable to both the government and 
the supplier. 

In my opinion It win 1^^ much morr* effective for the Congress to continue its 
efforts to improve the pr^jcnrement proee^ss tYtatn to expect rMwgotiatioo to cor- 
rect the mistake that are made. By having renegotiation a.« a bauelLStop. prorare- 
ment oflicial^ are enr</nrag»4 to take *b^«rtents. a fad inai:y of theo; will admit. 
The most imi^jTtant weakneiss of re&egoilation i> that it focn*^^ ^itfrvaum ^m 
'•excesHTe"' pfoCis rather than ex<**sfive cr^xs. gf^*J quality. '.«r r»a] vai-ae <if tlie 
product or «erTi/*. In ^jing so reneg'>tiati"£: ad<i« '-r»*^.* :-* f«rj*T»! prv<isrv-nwnt 
that hare he^n or>gQt»«!VTahie under the 11^1 14Z aiMl wii: i^ f^oMctaAifially mf/n 
under HB 4fffC, 

Other pvr*rmsi^fZiX isf0^fieattU^t:^ and regu3aT:<«t* ^.fitm cstke ;t ryv!*- ^-xiKCdfiTCr 
to piodnee a j^^TyfH Vjt ihe fej^fral ^jrtfn^sLi^fiA tl^ii f-:-r the «ftci2iier*;iai maffteiL 
and n«5aMj Mi^t^: > ];••> '-r if* iiLpr'*T*':i:j>t.T ir. tiie •-'salifx of tejfr i«vj4«Kt: » 
in fact the goreraau^^jr. i* o«xain3£4r ]««* f'.T i*> iiK-fa^j r-y ^^T^-r-i^iijitii&a? it« pw^ 
euRsnent. J *2l ^^ATis/^d ti*at a C3r>iitsi.;i»T;->Gi --f rv-ciwc-^Jiafcik-o. itriitT I£E -tWiS 
win add #:uS:#«Lfc^.^By i&ore to pnj'fKtrMXina «*^* is. Ti»e f -snare t&^ksi *jt/ i^>wti«e 
reer/very of ^^I'/Eu, 

1»51 Ai^ if-u^ *JiA,-7»<e* •l^.'v a is*^.#4t*-: rerujT* t.> lij*- c:-r*'mu*auL ^te: t4*»?- iarr*- 
alw^T* lajls^ V* iii^;'3i««l*' Tjjdir added <»■■:*?«.* •'.- li**- <«:<L:iaiitr.v'r •«- -mwtiaw, F4C 
exan^de. it i** *»?/«: ^t^ H^'wIitf.r.-FaHtkJd •fVcLjttxy fr:cL ROkXiW' :.^- in^a^fffff 5«- 
year t* *a«;^t -w-SrtSl '.^ J^I Ai^ Tiif'?*- LAT^e ^i^wt zi- -^x-nw**-* jc»srtf:i* *a«4 afr 
i»iwr»»y ^ 'ta**^ 3!.'.«r*-:::5ieft.'r. ♦tin*!*' liSCS, AL ■ rjit«r («col^<£iS*?«> ^rxS'S. -wmj^ TnAw" 
t!**- ai»^ itrr*- *r.m5it •»:•» *r.»>r> ^i,-! ••«»•**• f*:K.* ltv- 2i**tm^ n^'.irnS*^ zz. -.lie *« -^*::jh4 
ciw«-AiHU*4r. ♦n.-tt&ie* iu»;<iii- -,»:, •iu% '.sj^rkt: v-i. -.if lif*- Ai?«:> 

A*£tt3ft!U*: :r»fvu:^>*ttu%r.^> •.;i«4er HE ♦(!*£ -v^d&iic -.-cfatc Tii*^ j^^t-nEUitajp «•«* M> 
oar *JWi^A7 V. ^iV^nr. :|:^.///> jiw- j*a^ txi4 -ai^ «»«: ;ir 4fi2ij:i*rj«±n]K sa** * 



Digitized by 



Google 



472 

mated that 8000-4000 more people would be required to administer renegotiation 
under HB 4082, and the increased cost to the government would be at least $100 
million. Based on our experience, the additional cost per contractor could be as 
much as $80,000; and with over 4500 contractors involved, the government is 
mandating around $305 million of annual increased cost for its procurement. It 
should be noted that from its inception through September 30, 1976, $650 million 
of excess profits, after taxes, has been recovered. Total compliance with the pro- 
posed new law would cost the federal procurement each year more than twenty- 
three years worth of excess profit recoveries. 

It is clear to me that despite the lofty objective of reducing excessive profits, 
the Act actually would result in higher-priced products for the government and 
higher costs for the taxpayer. It could mean higher prices for commercial cus- 
tomers as well unless a supplier takes steps to isolate these higher costs from 
commercial sales by creating a subsidiary manufacturing facility to handle gov- 
ernment requirements. 

My reading of this proposal is that it is an act to discourage commercial firms 
from having anything to do with the government as a customer. 

It is well recognized that ofif-shelf commercial products cost less than products 
built to government specifications. It is less well known that commercial products 
ar^ often not only adequate, but actually better than products built to speci- 
fications. 

The Commission on Government Procurement, a Commission created by Con- 
gress, has recommended that because there are substantial savings in cost to 
the taxpayers, more off-the-shelf commercial products should be purchased in 
place of products built to government specifications. I strongly concur in that view 
as a result of my experience since 1940 in supplying products to the government, 
and also because of my experience as Deputy Secretary of Defense from 1960 
to 1971, during which time I gave a great deal of attention to the improvement 
of defense procurement. 

Commercial products are priced by the marketplace and in the vast majority 
of situations under very competitive conditions. There is a great deal of competi- 
tion also when the government buys commercial products. That is why my com- 
pany has not had any excessive profits on government sales over the past twenty 
years. Pricing by the marketplace is an essential characteristic of our free enter- 
prise economy, and it has served us well. The government has never been able 
to devise procedures that work as well, and I doubt that it can ever be done. I 
believe then that the Congress should place a higher priority on preserving the 
free market pricing mechanism in our economy and the government should 
utilize it whenever possible. 

The Renegotiation Act of 1951 exempted standard commercial articles, and 
this was a proper recognition of the importance of free market pricing. The 
original act required 35 percent of the total sales in the commercial market for 
exemption, and this was increased to 55 percent in 1968. H.R. 4082 would increase 
this percentage to 75 percent and in addition would impose cost reporting and 
auditing requirements on even the exempt sales. The way it is written, this act 
would bring substantially more government purchases under surveillance and 
thus would add an expensive an unnecessary burden on both the federal govern- 
ment and private industry. 

I believe a 50 percent requirement is more than adequate for a free market 
price to be established, particularly, as in most cases, where the product is 
designed for and sold initially to the commercial market. The new law would 
make a supplier subject to renegotiation whenever he sold 25 percent of a product 
to the government, and the other 75 percent of his sales would become subject to 
audit. That is about as great a deterrent to doing business with the government 
as could be devised, and I assure you it will not save the government any money. 
As I have said, there is no need for renegotiation in peacetime, but this par- 
ticular bill goes far beyond what would be needed in wartime. I urge this Com- 
mittee, an the Congress, not to enact the proposed legislation under H.R. 4082. 
I suggest instead that attention should be given to further improvements in the 
procurement process recommended by the Commission on Government Procure- 
ment. 

Renegotiation should be included in future procurement legislation on a standby 
basis to be activated by the President or the Congress in an emergency. What 
we need in the period ahead is fewer regulatory agencies, fewer mandated costs 
added to our economy. Bringing an end to renegotiation is a good place to start 
Enacting HR 4082 is a big step in the wrong direction. 
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Comments on the Pboposed "Renegotiation Reform Act of 1977/' U.R. 4Q82 
I. bemoval of termination date 

The extension of the Renegotiation Act in either its former or proposed form 
would result in a continuing cost to HP, to other contractors covered hy the 
act who sell to the Government, and to the Government. These continued costs 
are not justified during peacetime by either need or benefit. 

A. The extension of the Renegotiation Act in its former form would result 
in a continuing annual cost to UP of $160,000 to $180,000, depending on the 
amount of follow-up costs, with no internal offsetting benefit. 

Specific cost elements are as follows : 

Labor costs, including fringe benefits, occupancy, etc. to identify each 
order as to renegotiable prime, renegotiable subcontract or non- 
renegotiable $60, 000 

EDP costs to annually identify and summarize, by article, the rene- 
gotiable and nonrenegotiable sales 21, 000 

Labor costs, including fringe benefits, occupancy, etc. to initially pre- 
pare, review, and file the Application for Class Exemption and the 
RB form 1 with attachments and schedules 77, 820 

Total 158, 820 



B. If renegotiation by division and/or product line results in the preparation 
of a separate RB-1 with related schedules, attachments, etc., then the cost to 
HP could substantially increase to an initial filing cost of approximately $355,000 
or an increase of approximately $7,500 for each separate RB-1 (32 entities less 
5 sales regions and corpora te=26 separate RB-l's). Specific cost elements are 
as follows : 

Additional division EDP costs $1,500 

Labor costs, including fringe benefits, occupancy, etc. to prepare addi- 
tional divisional working papers, schedules and RB form I's 6,000 



Total additional divisional costs 7,500 



These costs do not include the additional training costs for the divisional per- 
sonnel, or the additional corporate costs to coordinate and review these filings. 

C. In addition to the initial RB-1 preparation costs, there are additional costs 
associated with the actual commencement of renegotiation by the Renegotiation 
Board. These costs are difllcult to estimate but could easily cost $20,000 a year. 
As an example, during the year 1976 we spent from one to seventy man-days 
each month answering questions or complying with requests for additional 
information. 

During this period we were visited twice by members of the Renegotiation 
Board, and we made trips to both the Regional and Statutory Boards. 

The total costs incurred during 1976, associated with this follow-up work 
on just one fiscal year filing, which has still not been finalized, is in excess of 
$18,000. We also incurred costs during 1975 and 1974 with regard to this same 
fiscal year filing. 

With the filing of separate RB-1 forms for each division or product line 
these follow-up costs would be significantly increased, possibly two to five times. 

n. elimination of the use of percent of completion method 

This proposal would have no effect on HP as we do not use this accounting 
method. However, as the percentage-of-completion method and the completed- 
contract method are both generally recognized as good accounting methods for 
long-term construction type contracts, the elimination of the percentage-of- 
completion method does not appear justified. The percentage-of-completion pro- 
vides for the periodic recognition of income/expense as the contract progresses 
rather than irregularly as the contracts are actually completed. Although this 
method does allow some uncertainty during the contract due to the estima- 
tion of the total costs or the portion (percentage) of the contract complel 
these estimates are corrected when the contract is completed. 
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Under the completed-contract method, the period costs such as general and 
administrative expense are generally not added to the contract costs, thus not 
properly matching revenue and expense. In addition, the completed contract 
method does not provide for the recognition of expected losses prior to the 
contract completion. 

Thus, the completed-contract method for long-term contracts may not always 
reflect the true current performance or the true performance of any one account- 
ing period. Under the percentage-of-completion method the revenue and expenses 
of each i)eriod would be more representative of that period's performance. 

In addition, as the percentage-of-completion method is allowable for tax 
purposes, if this method is disallowed for renegotiation, it could result in a major 
reconciliation between the tax return and the RB Form 1. 

ni. RENEGOTIATION BY DIVISION AND/OB PRODUCT LINE WITHIN A DIVISION 

As HP is in many ways a vertically integrated company, selling many products 
between its segments (be they divisions, entities or departments), the application 
of product line renegotiation would result in : 

A. Serious difficulties as to specific segment/product line identification of 
product costs. 

1. Would require either significant increase in accounting documentation and 
change in current accounting procedures or increased use of cost allocations with 
no internal benefit. 

B. Create additional accounting burden as to reporting in required segments. 

1. Segments or product line distinctions are not clear and are continually sub- 
ject to change. 

2. Inter- and intra-divisional transactions would tend to distort any segmental 
analysis. 

3. Product lines often include several divisions as well as foreign subsidiaries. 

C. Renegotiation by division or product line within a division would increase 
the desirability of setting up a separate company to sell to the government and 
thus reduce current efficiencies and benefits derived by the government in our cur- 
rent organizational structure. 

1. Would also reduce current practice of accepting government orders with 
small profit margins knowing that it can be made up by higher profit sales on 
other products or sales by other divisions. 

IV. STUDY NEW DUBABLE PBODUCTIVE EQUIPMENT (N.D.P.B.) EXEMPTION FOB 
POTENTIAL ELIMINATION 

The former Renegotiation Act provided for a partial exemption for prime and 
subcontract sales of new durable productive equipment. This exemption is re- 
ferred to as a partial mandatory exemption in that it limits renegotiabiUty to the 
same proportion of receipts or accruals that five years bears to the average usefol 
life of the equipment. In addition, there is a further limitation as to the amount 
of exemption based on whether the equipment was sold directiy (Prime Con- 
tracts) or indirectly (Subcontracts). 

In addition, this exemption was restricted to apply only to sales of "Durable 
Productive Equipment", meaning machinery, tools, or other productive equip- 
ment, which has an average useful life of more than five years. 

The Board has been very restrictive in its acceptance of this exemption, pri- 
marily by applying a limited interpretation of the terms "durable productive 
equipment." 

Thus, HP would support the study of this exemption and a clarification of the 
specific application of this exemption to all industries. 

V. ELIMINATE OUBBENT EXEMPTION FOB 8TANDABD OOMMEBCIAL CLASS 
OF ABTICLES 

This exemption recognizes that products sold primarily to commercial cus- 
tomers are not likely to have excessive profits. It also recognizes that the minor 
modification of a standard product should not preclude including the sales of the 
standard product with the sales of the modified product in determining if the 
non-renegotiable sales exceed 55 percent. 
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This exemption subject to prior Board approval, allows HP to exclude from the 
final renegotiable sales, those renegotiable sales of like products (called a "class** 
of products) which are sold primarily to nou-renegotiable customers. This exemp- 
tion also requires the contractor to certify to the Board that all the sales (of each 
article) included in this exemption application, "were made at a price or prices 
not in excess of the lowest price at which, in sales reasonably related thereto in 
time, we sold such article in similar quantity for civilian, industrial or use.'* Al- 
though many if not most of these sales would also be excluded under the S6 per- 
cent article exemption, some (possibly 1/5) would not. Thus HP would definitely 
like to continue this exemption. 

VI. INCREASE ARTICLE EXEMPTIONS TO 75 PERCENT OF SALES 
(excluding N0N-RENEXK>TIABLE DEPARTMENTS) 

Under section 106(e) of the former Renegotiation Act, the contractor could 
exempt amounts received or accrued under any contract or subcontract which 
meets the definition of a Standard Commercial Article, an article in a Standard 
Commerdal Class of Articles or Standard Commercial Service. 

This exemption could be self -applied and thus did not require prior approval of 
the Renegotiation Board. However, the conditions under which this exemption 
was self-applied were narrowly defined and the contractor had to make the same 
cost and price certification that he did in the Application for Class Exemption. 
One of the narrowly defined requirements was that the sales not subject to the 
renegotiation act (commercial sales) must account for at least 55 percent of the 
total sales. 

The proposed Renegotiation Reform Act of 1977 would make two changes to 
this requirement by "increasing the percentage to 75 percent'* and "excluding 
from the commercial sales denominator the sales to non-covered federal govern- 
ment agencies." 

This change would reduce the dollar amount of renegotiable sales currently 
exempted from the final renegotiation review. The actual amount of change Is not 
easily determinable as currently in identifying the renegotiable and iion-reiiego- 
tiable sales we do not also identify the type of customer. 

Based on the percentage of total governmental orders (15 percent) less the 
actual amount of renegotiable sales, it would appear that in fiscal year 197G ap- 
proximately 3 percent of our total sales were to non-covered Federal Government 
agencies. However, as many of the same products are sold to both renegotiable and 
non-renegotiable government customers, this percentage change could easily re- 
duce our current article exemption by 20 percent or as much as 40 percent. 

This increase in percentage, in conjunction with the elimination of the class ex- 
emption could result in a potential increase of $15 to $30 million in HP's sales 
subject to scrutiny under the act. This change would also require a major repro- 
gramming of our EDP systems and additional training costs to educate the people 
who assign the renegotiation code to each order. 

A. In addition to the increase in percentage and exclusion of non-negotiable gov- 
ernment sales from the total, for percentage computation, we would also be re- 
quired to furnish cost and pricing data on all articles subject to exemption. 

1. This cost and pricing data has not been defined and thus would be subject to 
the whims of the Board, Board members, or other persons reviewing the filing. 
Considering that for our fiscal year 1975 filing, at least 2,500 instruments and over 
40,000 parts were exempted in whole or part, this cost and pricing data disclosure 
could cost HP thousands of dollars a year. 

2. Thus the cost for preparation of the RB-1 would be substantially increased 
depending on the type and level of detail requested. 

3. HP would now be required to disclose to the Renegotiation Board (and 
possibly others due to the FOIA) cost and pricing data not currently provided to 
anyone outside of HP. 

It is generally held that unless there is a competitive imbalance or discontinuity 
in the market place, the economic factors of supply and demand will result in 
the market place establishing a reasonable selling price. Requiring that at least 
55 percent of the total sales of each article be sold in this competitive commercial 
market place should be sufficient to establish the reasonableness of the sales price. 
As such, there is no justification in increasing this percentage to 75 percent. 
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Vn. FAILUBE TO FILE AND KIT0WIN6LT SUBMITTING FALSE INFORMATION 

These changes would not appear to have an effect on HP, as we currently com- 
ply with the filing requirements. 

Vin. INTEREST ON EXCESS PROFITS DUE FROM THE LAST DAT OF THE FISCAL YEAR 

Ck>nsidering the uncertainty of excess profits determination, the backlog of 
cases at both the Statutory and Regional Boards (HP has not been cleared since 
fiscal year 1971 ) this change could have a potential impact on HP, and in par- 
ticular if we are required to submit divisional/product line filings. 

IX. GRANTING OF SUBPOENA POWER TO THE RENEGOTIATION BOARD 

As HP currently cooperate fully with both the Statutory and Regional Rene- 
gotiation Boards these changes should have no effect on HP. However, con- 
sidering the uncertainty of how the Board would use this subpoena power ; it is 
almost certain to complicate the renegotiation process by resulting in greater 
legal involvement, higher costs and potential loss of any rapport currently exist- 
ing between HP and the Renegotiation Boards, with no benefit to either party. 

X. AUDIT OF FINANCIAL STATEMENTS, BOOKS AND RECORDS 

The Board has always had the right to request an audit of our BB-1 filings, 
but has not exercised it. The proposed revision would require an audit of "every 
financial statement submitted." This requirement would result in an increased 
cost to HP in both time and material as well as lengthen the backlog of cases 
at the Board. Thus, the time from our initial fiUng until final clearance would be 
extended by several months, or even years, requiring increased costs for record 
retention and to subsequently follow-up questions from the Board several years 
after our original filing. 

XI. MINIMUM AMOUNTS SUBJECT TO RENEGOTIATION 

Proposal would increase the fioor levels for brokers and agents as well as for 
non-agents. However, as HP's renegotiable sales far exceed $2 million these 
changes would have no impact on HP. 

In conclusion, the Minish Bill will result in an increased cost to HP of at 
least $20,000 for a total annual cost of $180,000 to $200,000, and xjould easily triple 
if all provisions of the bill are to be complied with. 

CJonsidering the numerous changes in the Federal procurement process, many 
of which are due to laws passed by Congress, there is no justification for the con- 
tinuation of renegotiation during peacetime. The passage of the proposed "Re- 
negotiation Reform Act of 1977" cannot be justified on need, benefit or savings 
to either the Government, consumer or taxpayer. 

When compared to the 1951 Renegotiation Act, as amended, this bill would 
only serve to : 

1. Further lengthen the time between filing the RB-1 and obtaining the Board's 
finding. 

2. Increase the data required to support the RB-1 filing, and thus the cost of 
the product or service. 

3. Increase the uncertainty as to what the Board's finding will be. 

4. Require greater involvement in preparation of the RB-1 and support data by 
all levels of management both at Corporate and at divisions. 

5. Potentially require public disclosure of HP's cost and pricing data on all prod- 
ucts sold to the Government, resulting in severe competitive problems in the 
commercial markets. 

6. Cause HP to seriously consider setting up a separate company selling only to 
the. Government, or restrict sales to renegotiable departments of the Govern- 
ment to only those products which are predominantly commercial. 

7. Require the Renegotiation Board to hire 3,000 to 4,000 accountants fbr an 
increased annual cost of $97 million to $130 million (average $20,000 each plus 
40 percent fringes and 15 percent occupancy costs). 

(a) If we accept the premise that the Renegotiation Board should return more 
money to the Treasury than it spends, the Board would need to identify per year, 
additional excess profits of greater than a quarter of a billion dollars (S250 
MiUion). ^^^ 
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(&) In fiscal year 1»76, the Board only found $40 million in excessive profits 
( $20 miUion after adjustment for taxes ) . 

(c) During the period fiscal year 1»71 through fiscal year 1975, the Board only 
found $231 million in excessive profits before adjustments for taxes. 

(d) The Ck)mmittee on Government Operations stated. "The net effect H.R 
10080 wiU have in terms of cost to the Government is negligible." Obviously, 
they did not consider the $130 milUon additional Government cost to hire 4000 
accountants ; nor did they consider the additional contractor costs of $767 mil- 
lion, much of which will be passed on to the Government either in higher prices, 
higher costs, or reduced income taxes. 

(1) Assuming an average additional cost per constractor of $250,000 times 
3067 contractors (No. of idlings in 1976), total additional contractor cost is 
equal to $766,750,000. 

Statement of Robert CJox, Executive Vice-President, Long Island Association 
OF Commerce and Industry 

detailed explanation of long island association's OPPOSITION 
TO proposed RENEGOTIATION BILL (HR 4082) 

/. Description of LIA 

The Long Island Association is the organized voice of the Nassau/Suffolk 
regions business communtiy working to support the industrial and conunercial 
development of I^ng Island. 

The LIA membership is comprised of more than 2.000 actively involved busi- 
ness people from 1,000 member firms, both large and small, representing over 
one-third of the entire region's work force. 

Its activities encompass such fields as Economic Development; Transporta- 
tion; Planning; Government Affairs; Morketing and Communications; and 
Small Business. 

//. LIA position on renegotiation 

The recently expired Renegotiation Act was first enacted in 1951 for the pur- 
pose of eliminating any excessive profits on contracts with government agencies at 
a time when the United States was involved in foreign conflict. The Act was de- 
signed to eliminate excessive profits where government procurement would be 
both large and rapid during such periods. A Renegotiation Board was established 
to carry out this responsibility. There were very few procedures which would 
permit negotiation on a prospective basis to deal with this potential problem 
and understandably at such times the speed with which weapons and equipment 
could be delivered took precedence over contractual negotiations focusing on 
final cost to the government. Because of these circumstances, the Board neces- 
sarily functioned on a retrospective basis. 

The Renegotiation Act of 1951 has been extended 14 times over the last 25 
years without significant amendment and notwithstanding the myriad of statutes, 
rules, regulations and agencies which have been created and are constantly 
being modified or eximnded to regulate government procurement. 

In peacetime, the government can more carefully negotiate and monitor the 
performance under a contract by utilizing its vast body of rules and regulations 
and its agencies which administer their application on a current as well as 
retrospective basis. 

There is ample evidence that the profitability of the defense industry in peace- 
time does not make it particularly attractive to the investor. This has a num- 
ber of adverse effects, not the least of which is difficulty in raising the neces- 
sary capital for expansion. Undoubtedly the stringent rules and regulations 
which apply in negotiation and throughout the term of a government contract 
are contributing factors to the poor profit performance of this industry in peace- 
time. The additional contingency of a further restrospective review via the 
renegotiation process only serves to further dampen an investor's enthusiasm 
for this industry. 

This is the climate which already exists and to perpetuate the renegotiation 
process with more restrictive rules and reporting requirements will only serve 
to aggravate the problem. 

Tliere are 1,500,000 persons employed on Long Island, most of whom are 
afP^ictied dixectly or indirediy by the renegotintibii process. 
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It has been estimated that government and government-related Industries on 
Long Island with annual sales of about $2.5 billion infuse approximately $1.5 
billion a year Into the Long Island economy. Thus any legislation which will 
affect such an important segment of the Long Island economy, as well as the 
total national economy, is of serious concern to the entire Long Island business 
community. Available information demonstrates that the impact is particularly 
severe on small business. The administrative burden and cost of any regulatory 
process and, in particular, the adverse impact of the substantial provisions of 
the proposed act should not be imposed on business unless the need can be clearly 
demonstrated. 

It has not been demonstrated that retention of the renegotiation process, 
much less the adoption of extensive amendments thereto, are necessary in view 
of the numerous rules and regulations and several agencies that have evolved 
since the enactment of the Renegotiation Act of 1951. 

The Long Island Association, therefore, strongly urges that any further exten- 
sion of the Renegotiation Act such as contained in the proposed bill be deferred 
until such time as the overall procedures which are now available to regulate 
and monitor companies, particularly small business, doing business with the 
government, have been subject to a comprehensive review. Such a review should 
be made to determine whether any further regulation, including renegotiation, 
is necessary or desirable. If Ck)ngress feels in the interim that .the Renegotiatl<m 
Act of 1951 should be continued, then it should be extended temporarily, with- 
out any amendment, until such time as a study can be conducted. Any extension 
should also make provision for the conduct of such a study. 

///. Original Congressional Intent of Renegotiation 

The Intent of Congress in enacting the Renegotiation Act of 1951, as amended, 
was to eliminate excessive profits derived by contractors and subcontractors in 
connection with the national defense and space programs. The Act was a refine- 
ment of the original legislation in 1942, the World War II years, when there 
was extreme pressure to achieve maximum output and the quickest possible 
deliveries. Under those strained conditions, contracts were awarded before all 
the pertinent data could be accumulated and analyzed, prices were hurriedly 
established and "excessive profits" sometimes ensued. 

The Renegotiation Act of 1951 has been extended 14 times without major 
modification. This demonstrates that Congress has been reluctant to give the 
Act permanency, we believe, because of the subjective nature of the process. 
The subjective nature of the Act is evidenced by the requirement that in review- 
ing for excessive profits, favorable recognition must be given to the overall effi- 
ciency of the contractor or subcontractor. Additionally, the Act requires that 
consideration be given to the reasonableness of costs and profits with particular 
regard to volume of production, normal earnings, and comparison of war and 
peacetime products, extent of risk assumed, inventive and developmental con- 
tribution to the defense effort, and other factors which the public Interest and 
fair dealings may require. 

IV. Department of Defense Environment at Time of Original Enactment 

During the 25-year period since the enactment of the Renegotiation Act of 
1951, many significant changes have occurred in procurement practices and in 
the definition of responsibilities and procedures followed by monitoring agencies. 
A quick review of the 1951 environment indicates a highly limited procurement 
activity operating with little of the data support now considered essential and 
with only advisory relationships to monitoring agencies and to the user groups. 
The evolution from 1951 to 1976 has been gradual : 

The maturing of computer capabilities for handling vast amounts of data : 

The revision in organizational relationships ; 

The further definition of contractor responsibilities with attendant penalties 
for questionable practices ; 

The Government directed guidance associated with accounting practices; 
and 

The greatly expanded duties of the monitoring agencies. 

This evolution has resulted in a present Government contractor relationship 
dramatically different in 1976 as compared with that existing in 1951. 

The following table is a comparative summary of the more important features 
existing at both times : 
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PBOCUKBHESCT mSYOOIfUEJiT Uf ItSl 

1. Soorcelist: 

a. Known to contnctiiig officer 
and proGnrement engineering 
group. 

b. Practically no financial data 
or performance data. 

2. Reqnest for proposal : 

a. Proposal sobmitted to CO. 

b. Ehigineering eTaloation by en- 
gineering located with CO. 

c. Cost analysia by procurement 
activity with adviaory report. Xo 
required comment by CO. 



d. District Administrative Office 
was advisor for selection process. 
Prior contractor perf<Minacice 
given limited consideration. 

e. District Administrative Office 
reviewed facilities capabilities, 
available personnel and extractor 
ethics. 



3. After negotiation : 

a. Award of contract and per- 
formance of contract 

b. Periodic review by Adminis- 
trative Officer or CO. or his 
procurement team. 

c. Preferred type of contract was 
cost plus fee or redeterminable 
type. 



d. Section 15 of ASPR appUcable 
only to cost type contracts. 



FBOCCBBMSHT ENVnONMEHT Ql IftS 

1. Source list : 

a. Computeriaed and filed in data 
bank. 

b. Extensive financial, perform- 
ance, managerial and facility data 
available. 

2. Request for pr(^;>osal : 

a. Proposal submitted to CO. 

b. Briefings to potential bidders. 

c. Engineering review with par- 
ticipation by engineering represent- 
atives from procurement or devel- 
o^kig agency, ultimate user or- 
ganization and DCAS. 

d. Ck>st analysis by DCAS, 
DCAA and procurement representa- 
tives. CO. must document reasons 
for overruling cost analysis find- 
ings. 

e. Source selection review board 
members from all Agencies. 



f. CO. team assisted by DCAA 
and ACO/DGAS conduct fact find- 
ing (^[leration. 

g. DCAA comments on estimating 
procedures used, manpower rates, 
applicable overhead burdens, pur- 
chasing performance, applicability 
of accounting disclosure statement 
and operational audit results. 

h. DCAS administrative and en- 
gineering comments on adequacy of 
facilities and manpower, mana- 
gerial and technical and schedule 
performance history and pro- 
jections. 

i. Multiple negotiations with win- 
ner selected after completion of 
several negotiations. 

j. CO. has advance estimate of 
costs and weighted guidelime profit 
or fee analysis. 
{. After negotiation: 

a. Post award by DCAA. 

b. Issuance by contractor of certi- 
ficate of current cost and pricing 
(Truth in Negotiations) Public 

Law 87-653 (1962). 

c. Review of cetrificate of current 
cost and pricing and 633 form by 
DCAA and DCAS to assure govern- 
ment rights under defective pricing 
clause. 

d. Performance of contract by 
contractor with DCAA performing 
operational audits, monitoring in- 
curred costs, performing audits to 
assure compatibility with con- 
tractor disclosure statement, ap- 
plicable CAS regulatiMis and in- 
curred c66f& 
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PROOUSBMENT ENVIRONMEITT IN 1961 — PROCUBEMEITT ENVIRONMENT IN lf76 — 

Continued Continued 

e. Performance of comtract by 
contractor with DCAA monitoring 
sclieduling management and quali- 
ty and engineering performance. 

f. Special effort made by govern- 
ment to utilize fixed price type of 
contract 

g. in addition to above, changes 
in accounting procedures have been 
mandated through Cost Account- 
ing Procedures as follows: 

Cost Accounting Standards 
(1974) PubUc Law 91-379 

Cost Accounting Standards 
Board to issue from time to time 
cost accounting standards de- 
signed to achieve uniformity and 
consistency in cost accounting prob- 
lems which are to be followed 
by government contractors and 
subcontractors. Complete dis- 
closure of accounting practices in 
every aspect of the business re- 
quired. Changes in accounting 
practices in every aspect of the 
business required. Changes in ac- 
counting practices must be fol- 
lowed by full disclosure to the 
Cost Accounting Standards Board. 

CAS 401: Consistency in Esti- 
mating Accumulating and Report- 
ing Costs. 

CAS 402: Consistency in Alloca- 
ting Costs Incurred for the Same 
Purpose. 

CAS 403: Allocation of Home 
QflSce Expenses to Segments. 

CAS 404 : Capitalization of Tan- 
gible Capital Assets. 

CAS 405: Accounting for Un- 
allowable Costs. 

CAS 406: Cost Accounting Pe- 
riod. 

CAS 407: Standard Costs for 
Direct Material and Direct Labor. 

CAS 408 : Compensation for P»- 
sonal Absence. 

CAS 409: Depreciation of Tan- 
gible Assets. 

CAS 410 : Business Units of GftA 
to a Single Cost Objective. 

CAS 411: Accounting for Ac- 
quisition of Cost of Material. 

CAS 412: Pension Costs. 

CAS 413: Historical Depreda- 
tion Costs and Costs for Inflation. 

CAS 414 : Cost of Money. 

Section 15 of ASPR which de- 
fines allowable and unallowable 
costs and requires specific alloca- 
tions is now applicable to all types 
of contracts. 
4. Profit related to performance of 4. Profit related to performance of 
contracts, contracts. 

a. Renegotiation Act of 1951. a. Renegotiation Act of 1951 as 
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It is apparent there is a very high degree of sophistication associated with 
current (Government procurement practices. 

Y, Renegotiation Act has created side effects not in best interest of national 

defense 

There is ample evidence the level of profits of the defense industry have con- 
sistently and substantially lagged behind the U.S. commercial industry. If the 
announced government objective to achieve greater investment by industry is 
to be attained, it is essential that companies be able to generate and retain prof- 
its in order to attract investments and thereby provide the needed facilities. 

The renegotiation process creates profit uncertainties, which further dis- 
courages investment in both small and large companies. The stringent rules, 
regulates and controls applied prospectively and throughout the term of a govern- 
ment contract performance already contribute to the low profit margins of the 
defense industry. The further retrospective review via the renegotiation process 
aggravates the problem and erodes investor confidence. 

Of equal importance, the Renegotiation Act has had adverse effects on small 
businesses and has brought about a reduction of competition. The small business 
firms cannot afford a full-time staff for legal and financial advice on renegotia- 
tion. In addition to the already burdensome and complex contractual require- 
ments, they are likewise burdened with the administrative costs required to 
file renegotiation reports ; which for them represents a disproportioned business 
expense. They are more vulnerable to, and less prepared to combat, the sometimes 
arbitrary decisions of the Board. The small businessman may settle for anything 
less than the original assessment, right or wrong, and this enhances the recovery 
statistics of the Board. 

The renegotiation process has clearly created side effects which the LIA feels 
strongly are not in the best interests of the national defense of the nation. 

VI, Unfavorable cost/benefit tradeoff of Renegotiation Act 

The Cost effectiveness of the renegotiation process is also seriously question- 
able. Evidence of this can be seen by comparing the following statistics taken 
from the Renegotiation Board's Annual Reports for the past two years with 
responsible estimates of the annual cost of the renegotiation process: 

1975 1976 

Total number of faiinn reviewed 2,385 2,511 

Number of determinations of excessive products 52 46 

Data on companies reporting losses: 

Number of companies reporting 623 581 

Renegotiate sales reported U, 800. 000, 000 $2, 500, 000, 000 

Losses reported 247,000,000 195,000,000 

Aggregate amount of excess profits determined by Renegotiation Board 28, 000, 000 40, 000, 000 

Net recovery of excess profits after reduction for applicable Federal income 

taxes 17,000,000 21,000,000 

Estimate annual cost of renegotiation to contractors and Governments 50, 000, 000 50, 000, 000 

VII, Congressional intent mill be best served not by reenactment of 
H.R. 4082 but implementation of renegotiation study revieU) 

The LIA strongly believes that the national interests can best be served not 
by a more restrictive enactment of the Renegotiation Act of 1951, as embodied 
in HR 4082, but rather by an objective review and reassessment of the Congres- 
sional intent with respect to, and the continued need for, the renegotiation 
process. 

If Congress feels in the interim the Act should be continued, the LIA urges that 
such extension not include substantive changes. Rather, the extension should be 
coupled with a requirements that a Commission be established to conduct a com- 
prehensive study and investigation of the renegotiation process and whether the 
need for its continuation still exists, in view of regulatory controls and require- 
ment presently imposed on the government business community. 

RE-ENACTMENT OF A RENEGOTIATION ACT POSES A THREAT TO THE LONG ISLAND 
ECONOMY AND IS NOT IN THE BEST INTEREST OF A STRONG DEFENSE INDUSTRY 

The Long Island Association strongly believes that the national interests 
can best be served, not by more restrictive enactment of the Renegotiation Act 
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of 1951 as embodied in H.R.4082, but rather by an objective review and reassess- 
ment of the Congressional intent with respect to, and the continued need for, 
the renegotiation process. 

If Congress feels in the interim the Act should be continued, the Long Island 
Association urges thaff such extension not include substantive changes. Rather, 
the extension i^ould be coupled with a requirement that a Commission be estab- 
lished to conduct a comprehensive study and investigation of the renegotiation 
process and whether the need for its continuation still exists, in view of regulatory 
controls and requirement presently imposed on the government business 
community. 

Prior to its expiration on 'September 30, 1976, the Renegotiation Act of 1951 
had been extended fourteen times over a period of 25 years without significant 
amendments. During this time a myriad of statutes, rules, regulaticms and 
agencies have been created to regulate government procurement. 

Renegotiation creates additional administrative costs for an industry whose 
profitability does not make it particularly attractive to the investor. This has had 
a detrimental effect on its ability to raise the necessary capital for continued 
development and expansion and poses serious consequences for both the Long 
Island and national economy, and ultimately our national defense. Adoption of 
extensive and more restrictive amendments as are contained in H.R. 4082 (such 
as the requirement that renegotiation be conducted on a product-line basis) could 
result in a further deterioration of investor confidence. 

There are over 1,500,000 persons employed on Long Island and it is estimated 
that government and government-related industries on Long Island with annual 
sales of about $2.5 billion infuse approximately $1.5 billion a year into the Long 
Island economy. Thus, any legislation which could have an adverse effect on sudi 
an important segment of the Long Island economy is of serious concern to the 
entire Long Island business community. Available information demonstrates 
that the impact of any such regulatory requirement is particularly severe on 
small business. 

It is the postion of the LIA that the continuation of renegotiation in view of 
the sophisticated government procurement procedures which have evolved over 
the past 25 years, as well as the questionable cost effectiveness of renegotiation, 
is ample evidence that is should not be continued, hence the proposed bill should 
not be enacted. 

The administrative burden and cost of any regulatory process and, in particular, 
the adverse impact of the substantive provisions of the proposed act should not be 
imposed on business unless the need can be clearly demonstrated. 

It has not been demonstrated that the retention of the renegotiation process, 
much less the adoption of extensive amendments thereto, are necessary to protect 
the Government's interest in view of the numerous rules, regulations and several 
agencies that have been created to carry out this function. 

Before any extension or expansion of renegotiation is enacted by the Con- 
gress, a comprehensive review of the entire renegotiation process should be 
made to determine whether it is either desirable or necessary in view of the 
regulatory controls and requirements which are presently imposed on the Gov- 
ernment business community. 

If, in the interim, Congress feels that some form of renegotiation should be 
continued, we urge that it consider a temporary extension of the recently 
expired Renegotiation Act without the substantive changes contained in the 
presented proposed bill. Any such extension should include a provision for the 
establishment of a Commission to perform such a compreaihensive review of 
the entire renegotiation process to determine whether it should be continued. 



NOBBIB INDUSTBIES, 

Los Angeles, Calif,, March 16, 1977. 

Hon. Joseph O. Minish, U,8. House of Representatives, 
Rayhum House Office Building, Washington, D,C. 

Subject: Objections to specie provision of H.R. 4082 which ext^ids the 
Renegotiation Act of 1951. 

Deab Congressman Minish : The purpose of this letter is to establish for the 
record ou robjection to a specific provision of H.R. 4082 as it is currently con- 
stituted. The specific provision and a statement of our objection is as follows. 
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SECTION 4 (a) (2) METHOD OF RENEGOTIATION 

This portion of H.B. 4082 requires renegotiation **. . . by division and by major 
product line within a division of a contractor or subcontractor*'. The current 
statute requires overall renegotiation of a contractor by aggregating all of 
the contractor's defense contracts for a fiscal year rather than renegotiation 
by product line or division. 

OBJECTION 

Historically renegotiation proceeds on an overall basis. Overall renegotiation 
recognizes that a manufacturer may sustain a loss upon a particular contract 
and that it would be unjust to require him to bear the loss on that contract 
while at the same time taking away from him the profits on his highly profitable 
contracts. Therefore, in overall renegotiation, the entire fiscal year production 
of the contractor is considered. Where the contractor has operated at a loss 
or a very low profit on one or more of his contracts, he would not make payment 
through renegotiation even on a successful contract unless he realized excessive 
profits on his overall production for that year. 

It is apparent that the words included in H.R. 4082, "major product line", 
could very well result in a contract-by-contract renegotiation. We have, for 
example, 35 different "product lines" being manufactured at one plant at one 
time under 40 contracts. It would be unconscionable to take profits from one 
contract while leaving us with a loss on another. 

We recommend ajs before that all of the contractor's receipts or accurals 
during his fiscal year from all of his contracts and subcontracts subject to renego- 
tiation, including both his profitable and non-profitable ones, and all of his costs 
and expenses applicable thereto be considered at a single time at a single proceed- 
ing together with all pertinent facts and figures and that a single overall deter- 
mination be made by the Renegotiation Board. 

We are aware that Congress is concerned about a company who manufactures 
electronic components in one plant and air frames at another. Members of 
Congress have voiced the opinion that profits from the successful electronics 
business should not dilute lower profits from the air frame business. This is 
a specialized case which would apply to probably 15 corporations in the United 
States who have generally been classified as the aerospace industry. Companies 
such as ourselves who make a myriad of products in one plant and the same 
products in a plant located nearby should not be renegotiated on a product 
line basis since such an approach would be tantamount to contract-by-contract 
renegotiation. 

We recommend, therefore, that the words, ". . . division and by major product 
line within a division of a contractor or subcontractor", be replaced by the 
words, ". . . by three digit SIC code level". This approach would permit the 
separate renegotiation of electronics and air frames but would not result in 
having contractors who are not classified as **aerospace giants" being renegotiated 
on a contract-by-contract basis. 

For those contractors such as ourselves who are required to do business with 
the Government on a firm fixed-price basis, product line (contract) renegotiation 
flies in the face of business reality. Because of normal business risks and uncer- 
tainty, the businessman has some contracts which lose money or prove less prof- 
itable than expected. He depends for his business survival on having other 
contracts that produce better profits. To take away "excess" profits by looking 
at one piece of a business while disregarding the rest jeopardizes a contractor's 
ability to survive in a system of private enterprise. 

Extreme variations in profit are even more marked in fixed-price defense 
work than in commercial business because of the high risk in performing work 
for a short period with no certainty that work will be provided by the Govern- 
ment after the completion of any specific contract. Therefore, the only possi- 
bility of offsetting the high risk of one contract is by obtaining a number of 
contracts for multiplicity of items to be produced all at the same time at the 
same place. This permits the contractor to offset the high risk of one contract 
against possibly a lower risk on another contract. 

This one change, once it is understood by those non-aerospace companies 
such as ourselves, will be sufllcient to guarantee a mass conversion of contractor- 
owned facilities to produce for the private sector. There might be an interim 
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period where contractors seek commercial business to replace the Government 
business, but once the commercial business is found these contractors such as 
ourselves would not return to doing business with the public sector. 

Respectfully, 

H. J. Meant, 
Premdent and Chief Executive Officer, 

Statement of Robert F. Mobbis, Dibectob of Cobpobate Auditing, Abbott 
Laboratories, North Chicago, III. 

Re : H.R. 4082, the Renegotiation Reform Act of 1977 

Mr. Chairman and members of the subcommittee, I am Robert F. Morris, 
Director of Corjwrate Auditing, Abbott Laboratories. I appreciate the oppor- 
tunity to present the views of our company to your Subcommittee. The subject 
matter is one of serious concern to Abbott Laboratories. 

We wish to commend the members of the Subcommittee for their endeavours 
on the oversight of the Renegotiation Act. We share the Interests of the Sub- 
committee in seeking to assure that the government does not incur unnecessary 
costs and that companies and individuals do not enrich themselves unfairly at 
the expense of the taxpayers. 

As former Director of U.S. Government Operations at Abbott, I was respon- 
sible, among other things, for matters relating to corporate policy and guide- 
lines in relation to sales to U.S. Government agencies. My training is in finance 
and accounting. I have been a Certified Public Accountant for over 30 years. 

A number of other industry representatives will testify before the Subcommittee 
on H.R. 4082. I understand that their statements will be directed to the bill as a 
whole, and apparently will be basically from the point of view of major defense 
contractors. My remarks are directed only to those parts of the bill that appear 
to have particular impact on our company in order to point out how H.R. 4082 
would affect companies like ourselves that are predominantly non-defense in 
nature. Less than one percent of Abbott's sales are to U.S. Government agencies 
subject to the Renegotiation Act. 

Section 4 of H.R. 4082 would amend Section 105 (a) of the Renegotiation 
Act to require that renegotiation be "by division and by major product line 
within a division of a contractor". This would change the present requirement 
of the Act that renegotiation be on a corporate- wide basis. There are a number 
of problems raised by this proposal as it would apply to our company. We oper- 
ate as a multi-division company, but essentially all of our divisions are within 
the same industry, which we term the health care industry. For us, the health 
care industry covers pharmaceutical products, disposable hospital products, diag- 
nostics and laboratory products and equipment, therapeutic human blood deriv- 
ative products, animal health and agricultural products, pediatric products, 
consumer health products, and bulk chemicals. We manufacture and market 
thousands of different products in these categories. About 90 percent of our sales, 
however, are of products used to enhance or protect health. 

The several divisions of our business are organized so as to concentrate our 
resources on related product groupings. Within these divisions we combine prod- 
ucts for reporting purpose along lines that are intended to make it possible 
for us to monitor and measure performance against budgets and forecasts. 
Those groupings are of our own making and do not correspond with the group- 
ings of any other company, to our knowledge. The terms "division" and "major 
product line" as used in the bill will mean many different things to different 
people. 

There is already a substantial controversy between the business community 
and the Federal Trade Commission over the definition of product lines in con- 
nection with the FTC's Line of Business Report, which is built around the Cen- 
suis Bureau's Standard Industrial Classification Coding System. Abbott's internal 
reporting, management and control systems bear no relation to the Census Bureau 
Coding System. It simply doesn't fit our needs. In his letter of May 13, 1974, to 
Lewis Engman, then Chairman of the FT(^, the Acting Comptroller General 
pointed to "a fundamental dilemma with regard to classification". He pointed 
out that the FTC's proposed "uniform definitions of lines of business would 
require most, if not all, responding businesses to report on a basis different from 
that on which they operate, with consequent impact on management practices 
and cost". He further stated that the FTC's plan to aggregate and report such 
data would result in **neither accounting figures nor economic figures". 
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As an example, hospital intraveiioiia solQtioiia are called "druss** under the 
Census Coding System. The administration sets which are necessary in order to 
carry these fluids from the bottles to the patients are essential in the use of such 
solutions. Neither is of any use without the other. Both are manufactured and sold 
by our Hospital Products Division, not our Pharmaceutical Products Division. 
Yet. the sets are called "surgical appliances and supplies'*, a different code sec- 
tion, by the Census Bureau. There are many other examples of closely related 
products, jointly marketed and used, which fall into divergent categories as 
classified by the Bureau of Census. Inasmuch as there are no generally accepted 
definitions of product lines, these terms as used in H.R. 4082 would lead to all 
manner of interpretation. 

In addition, the Renegotiation Act as now written does not get tangled up in 
companies* testimony or organization. It treats corporations as a single unit, 
Eiven small companies may sell a number of products. Each company under the 
proposal would now have to keep records it doesn't now keep, determine so-called 
final profits by product and organisational units that it doesn't now determine, 
and be faced with legal and other costs to defend such records. 

We recommend that this proposed amendment to Section 105(a) not be enacted. 

Section 5(c) of the bill would amend the Act to require something called 
"complete cost and pricing data'* on all articles subject to the Standard Com- 
mercial Articles exemption. First, there is no generally accepted understanding 
either in government or in business as to what the i^rase "complete cost and 
pricing" means. Does it mean detailed records of labor and material, overhead, 
shipping and other costs for an entire year, covering all products sold commer- 
cially, for which the Defense and General Services agencies made any purchases? 
This is an extremely large and unwieldly collection of data. 

Also, what is complete pricing data? Does it cover all prices, in all markets, 
through all channels of trade, for an entire year, even though as little as one sale 
of an article is made to an agency covered by the Renegotiation Act? Second, 
what will the Board do with this information when it gets it? How much will it 
spend to do whatever it does? Third, how does this relate to the purposes of re- 
negotiation? These articles are, even under H.R. 4082, exempt from renegotiation. 
There may very well be abuses of the current Standard Commercial Articles 
exemption. But isn*t it more logical to attempt to eliminate these abuses rather 
than demand great volumes of data for which no need has been demonstrated. 

The government's skill in procurement along with such legislation as the 
Truth in Negotiations Act, has substantially improved the government's renego- 
tiating position relative to the business community. The prices now paid for com- 
mercial articles by the various agencies are now more competitive than ever 
before. As one who has been on the seller's side of such negotiations for many 
years, I can tell you that our government customers drive a very hard bargain. 

At Abbott, with more than 99 percent of our business not renegotiable, our 
accounting, cost allocation and management reporting systems are designed to 
fit our commercial business. Our cost accounting system involves a great number 
of allocations. These allocations are for the purpose of management and control 
in order to develop and measure performance against budget and plans. Since we 
are not currently subject to renegotiation, these accoimting systems were not de- 
signed to fit the recently developed standards of the Cost Accounting Standards 
Board, which are required to be used in renegotiation reports. Section 10(b) (2) 
of the bill would require that "Every financial statement submitted pursuant to 
paragraph (1) shall be verified by an audit performed by the Board or its au- 
thorized audit representative'*. Less than 1 percent of our business would under 
the bill be subject to renegotiation. The costs relating to this business are deter- 
mined in large measure by allocations from many major aggregations of cost. 
Consequently, it would be necessary to audit virtually the entire company in order 
to verify the costs of that one percent of our business. The cost of an audit under 
such circumstances could be all out of proportion to the benefits to be gained by 
the government. 

We are a supplier to the Federal government of many products which we nor- 
mally manufacture for our other customers. The decision to bid or not to bid in 
response to solicitations from the government relates to a very small part of our 
total business. In each case the decision is made by appropriate operating man- 
agement. We can be competitive and offer the lowest possible prices to the govem- 
m*»nt only if the cost of doing this business, and the administrative cost of han- 
dling it, are within reasonable bounds. As the former Director of U.S. Government 
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Operations of Abbott Laboratories, I have had many discussions with operating 
management as to the desirability of submitting bids and proposals on potential 
government business at times when these proposals were only marginally attrac- 
tive to the divisions. A substantial increase in the administrative burden and cost, 
and the introduction of a new element of financial risk in the conduct of govern- 
ment business could cause changes in our bid posture. These changes could take 
two routes. If the expense is too great, we might not bid. If the risk is substan- 
tially increased, or the cost of doing the business is substantially higher, we will 
simply reflect these considerations in our bids to the government. 

Prices charged to the government agencies whose contracts are subject to 
renegotiation are determined in two ways. We submit bids for standardized 
products which comply with specifications issued by the procurement agencies. 
In such situations all bidders must supply products under the same terms. Prices 
are highly competitive and generally substantially below those offered for com- 
mercial sale of the items. When the procurement agency determines that there is 
likely to be an inadequate number of bidders, it uses the negotiation process for 
determining price. This process, in compliance with the Truth in Negotiations 
Act, requires that we give to the procurement officials information as to our prices 
in commercial sales for the same products, including our lowest price. With this 
information, a final price is determined by negotiation and, in most cases, is the 
lowest price charged to anyone at that time. We are convinced that the current 
procedure provides the federal agencies that buy from us fair and economic 
prices. 

Again we wish to thank the Subcommittee for this opportunity to present our 
thoughts on H.R. 4082 and the Renegotiation Act. 



Alexander EIibk, 
Renegotiation Consultant, 
Washington, D.C., March 25, 1977. 

Minority Members, 

Subcommittee on General Oversight and Renegotiation, Committee on Banking, 
Finance and Urban Affairs, U.S. House of Representatives, Washington, D.C. 

Gentlemen : In my position as the only individual in the country who has been 
associated with the renegotiation process on behalf of both the government and 
private industry since its inception in 1942, I am submitting some thoughts I 
have both on the past performance and future of renegotiation. 

In looking back over the years, it seems to me that the fundamental purpose of 
renegotiation was overlooked in the Renegotiation Act of 1951, as amended. 
Contrary to popular beMef, the original concept of nenegotiation was that it 
should protect the American taxpayer from the high prices of the materiel of 
war. Nothing was said about profits, because it was assumed that if the prices 
of war materiel were reasonable, the profits would take care of themselves. 

Renegotiation during wartime was originally both a retroactive repricing and 
forward pricing operation. The name of the administratve bodies were called 
Price Adjustment Boards such as the "War Contracts Price Adjustment Board," 
the "War Department (later Army) Price Adjustment Board," etc. It was soon 
discovered, however, that forward pricing under the prevailing circumstances 
was impractical so that the retroactive repricing factor became of utmost signif- 
icance. The War Department Price Adjustment Board, of which I was a member, 
which, along with the Navy Price Adjustment Board, were the two main oper- 
rating Boards under the wartime Act of 1943, paid more attention to a contractor's 
pricing record than to any profit the contractor realized. If it couM be documented 
that a contractor's prices had been generally as low or lower than its competitors, 
the chances are that it would receive a clearance, assuming that the amount of 
renegotiable profit realized was within reason. 

In my judgment this is the manner in which renegotiation should be conducted. 
It would put emphasfs on the goverment obtaining the best quality of articles at 
the lowest price, which, after all, should be the main objective. It would make 
renegotation an ally of procurement instead of an adversary. It would make re- 
negotiation an important tool against inflation, as it was in wartime. Further- 
more, it would permit the eflicient producer to realize profits commensurate 
with its efficiency. It would encourage all contractors to compete for government 
business. 
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It is realized, of course, as it was in wartime renegotiation, that there are 
many instances wherein it is impossible to compare pricing or when it is a nego- 
tiated contract or subcontract with on y one contractor involved. Such situations 
required different treatment in renegotiation during wartime, just as they would 
today. The treatment, however, should be fair to the interests of both the govern- 
ment and private industry. 

When the Renegotiation Act of 1951 was enacted, however, the entire emphasis 
was placed upon the recapture of alleged excessive profits. Very little, if any, 
thought was given to a contractor's pricing in the evaluation of excessive profits. 
Therefore, in spite of the lip 8er^'i(»e to eflSciency in the dominant Statutory 
Factor which states that : **In determining excessive profits, favorable recogni- 
tion must be given to the eflSciency of the contractor or suljcon tractor" practically 
no attention has been paid to eflaciency. In fact, under the 1951 Act, the efi9cient 
c«ontractors have been the only ones renegotiated and, in my judgment, rene- 
gotiation has degenerated into a device to extort money from the eflScient con- 
tractors. Very little attention has been paid to the fact that these same eflScient 
contractors have had generally lower prices than their comi)etitors and have 
earned any extra profit by their own eflaciency. 

I also l)elieve that few outsiders realize that the mechanics of renegotiation 
still confirm that renegotiRtion is a retroactive repricing process. When an as- 
sessment of excessive profits is made, there is the same reduction in the rene- 
gotiable sales as in the renegotiable profits to arrive at the level of settle- 
ment. As an example, the proper wording of such settlement states that 
there has been a finding of excessive profits in the gross amount of $400,000 
which has reduced renegotiable sales from $10,000,000 to $9,600,000 and 
profits thereon from $2,000,000 to $1,000,000 or at the rate of 16.6% of ad- 
justed renegotiable sales. The reduction of sales as well as profits in this 
settlement denotes repricing. Furthermore, the Internal Revenue Service, in 
its computations of tax credits as a result of renegotiation refunds, deducts 
the gross amount of those refunds from both sales and profits. This also de- 
notes repricing. Very little thought about pricing, however, has existed in the 
minds of the Renegotiation Board under the 1951 Act. The entire emphasis has 
been on the recapture of excessive profits. This has led to many settlements which 
I consider unfair. A typical example is a case of a contractor whose pricing has 
been lower than its competitors and who has still realized good renegotiable 
profits because of its eflSciency. It is the only contractor in that particular industry 
which is renegotiated. Its competitors, in spite of their higher prices made little 
if any renegotiable profits. The eflBcient contractor is then compared with its 
industry as a whole and for example, is found to have realized renegotiable 
profits of 15% compared with the industry average of 10%. The Renegotiation 
Board, in a spirit of magnanimity, because of the provision in the Statutory 
Factors that the eflaciency of the contractor must be recognized, decides to cut 
back the eflScient contractor to a settlement of 12% on adjusted renegotiable 
sales. This means that the eflScient contractor, which had the lowest prices 
originally has those prices further reduced, whereas its competitors prices were 
undisturbed. The net result is that the government obtained the products of the 
efficient contractor at far lower prices than from its competitors. This is palpably 
unfair. 

It is most diflScult for me to reconcile the many irresponsible statements that re- 
negotiation under the 1951 Act, as amended, has permitted billions of dollars 
of excessive profits to escape renegotiation. In my opinion, with a background of 
almost thirty-five years experience with the renegotiation process, I think, as 
I have mentioned before, that renegotiation under the 1951 Act has degenerated 
into a device to gorge money out of the eflScient contractors. 

Equally irresponsible, in my judgment, are the remarks that the large corpo- 
rations have been favored under the 1951 Act, because practically all excessive 
profit assessments have been against the smaller contractors. 

There are two basic reasons why, under peacetime renegotiation, most of the 
assessments of excessive profits have been against the smaller contractors. 

In the first place, the larger contractors have been the prime contractors and 
very few, if any, prime contracts have realized sizable profits. Procurement 
methods have improved so much and the policing of the prime contracts has 
generaPy been so rigid, that excessive profits on prime contracts have been non- 
existent. On the other hand, the smaller contractors are usually dealing in sub- 
contracts, which are not as well policed as the prime, and, under certain cir- 
cumstances, can be made quite profitable b^ the eflacient contractors. 
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The other reason for the disparity of refunds between the larger and smaller 
contractors is that the larger ones usually have highly sophisticated cost systems 
which enable them to document precisely which of their sales are rene^otiable or 
nonrenegotiable and what items of costs and expense pertain to renegotiable or 
nonrenegotiable business. On the other hand, many of the smaller contractors 
have no cost systems at all. As a result they have great dilHculty in segregating 
their sales and allocating their costs and expenses between renegotiable and 
nonrenegotiable business. It has been my experience that many of the smaller 
contractors fare badly on both the segregation of sales and the allocation of 
costs and exijenses, particularly the latter. In almost all instances, experience 
has shown that it costs more to do business with the government than in com- 
mercial channels. In spite of this, the small contractors, which cannot document 
precisely just where their expenditures went, are usually told that costs and 
expenses must be allocated on a sa!es dollar basis which, more often than not, 
inflates their renegotiable profits above what they actually were. This has led 
to many unjustified assessments of excessive profits against the smaller 
contractors. 

In my opinion, the attitude of Congress in recent years has been largely respon- 
sible for the many unjustifiable findings of excessive profits among the smaller 
contractors. The constant criticism of the Board for its alleged leniency has 
influenced the Board to demand complete documentation of all items of costs and 
expenses. This does not trouble the larger contractors but it does work great 
hardship in many instances among the smaller companies. Im the earleir days 
of renegotiation, a smaller contractor was encouraged to tell his story about 
the effect of a relatively large renegotiable contract or subcontract on its costs 
and expenses. If there were such matters as extra inspectiooi or special treat- 
ment of one kind or another of the renegotiable articles, the contractor's best 
estimate of the extra costs involved in renegotiable business would be considered, 
and, if it appeared reasonable, would be approved. More than amy thing else, 
such treatment put the smaller contractors on a comparable basis with the 
larger ones. 

It ia apparent that Congress does not appreciate this problem of the small 
contractors when it demands audits of all contractor submissions. Audits are 
of little use in renegotiation because they do not deal with the segregation 
of sales and allocation of costs and expenses between renegotiable and non- 
renegotiable business, which are the only important features of renegotiation 
acccounting. 

Instead of the two basic reasons cited above for the disparity between the 
renegotiation assessments against the larger and the smaller contractors, I 
find that the convenient excuse now prevalent is that the smaller contractors 
are constantly hurt by the larger contractors because the latter bid for business 
on which they know they will lose money and then balance that business taken 
at a loss against the business on which they have realized "huge" excessive 
prc^ts in order to escape renegotiation. This has led to the proposal that 
renegotiation should be conducted on a product line or divisional basii?. wherein 
the contractor is renegotiated only on its profitable business and its unprofitable 
business is conveniently forgotten. 

This, of course, destroys the fundamental basis of fairplay on which remegotla- 
tion has been founded since its inception in 1942. In my opinion, this criticism 
is based on several false assumptions. The first is that great numbers of the 
larger corporations deliberately choose to lose money on one part of their 
business in order to conceal the "huge profits" on another part I have been 
dealing with the American defense industry for about thirty-five years and I 
can never remember calculated decisions to lose large sums of money in order 
to balance huge profits. Business does not operate that way and furthermore, 
there have l)een no documented huge profits to balance. There have been, 
however, many substantial losses incurred by the smartest managements in 
doing busines with the government because of the many risks involved. That 
is a fact of life, which never seems to appear in the minds of those people 
with little businese experience, who seem to l>elieve that the only way you 
can lose money in doing business with the government is to plan to do so in 
advance. 

Actually, the accusation that renegotiation as it now operates permits con- 
glomerate contractors to balance losses against profits is not actually true. 
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Since renegotiation began, every seiiarate operation of a conMolidatetl gnmp 
of companies lias l)een or should have l>een renegotiated Mepurately and the 
statutory factors applied to each individual unit. Some of these units may have 
realized excessive profits, and others subnormal profits or hmses. They are 
then balanced against each other dollar for dollar. There never has l)een, 
however, any authority to average out the renegotial»le profits and losses of the 
entire coaisolidated group. 

There is one point of the current criticism of the conduct of renegf)tiution 
with which I heartily agree. This is the apimrent inability of the recent Board 
and its organization to process the cases it had liefore it. To my i>ersonul 
knowledge, the delays were not the fault of the contractors. Quite a numl>er 
of the cases of my clients, with all requested information funiislunl, have 
languished at the Board for well over a year. Amcmg them are cases dating 
back to 1960. This is most discouraging to i)eople in business who wish to know 
where they stand. It also emphasizes the confiscatory asiiect of the provision 
in the new Bill that interest be assessed at the going rate on settlements from 
the end of the fiscal year involved. 

When the government is primarily responsible for the delays in the processing 
of cases, this provision on interest is punitive in the extreme. The excuse for 
these delays in the processing of cases, is, of course, attributed to the lack of 
personnel. This is the reason I suggest e<l in my last api)€^nin(*e l»efore the 
Subconunittee that renegotiation should become a imrt of the Deimrtment of 
Defense. This would insure ade(iuate numl)ers of personnel. Extra i)er.sonnel will 
not help the disi)osition of cases, liowever, if the provision for audits in the new 
Bill is approved. This would bring the entire operation to a complete stop, for 
no good reason. 

Nevertheless, there must have l)een something very wrong in the management 
of the recent Board. I hate to think of what would have hai)|)ened to wartime 
renegotiation if it had l)een handled in the same fashion. It still would not l>e 
finished. 

As to the future of renegotiation, the ideal solution, in my oinnion, would l)e 
to abolish it entirely. I have always felt it was a wartime measure and fully 
justified under wartime conditions when the government controlled all materials 
and contractors were require<l to produce articles they had never thought of 
producing before. With the government having to approve all purchases of mate- 
rial. I thought a contractor was lucky to be able to realize any profits during the 
war. Furthermore, with no knowledge of the costs of unfamiliar articles, con- 
tractors had to make unrealistic bids, which often appeared outrageously high 
in retrospect, after the articles had been put into full-scale production. Th(»re 
was no time for haggling about prices, however, l)ecause the articles had to be 
produced and delivered in record time. Renegotiation was the only answer. 

Under peacetime conditions, however, when there is virtually no government 
control over materials and a contractor can buy all the steel it wants, convert 
it into any form it pleases, and sell the end product either to the government 
or to its commercial customers. It seems somewhat i)e<*uliar that this contractor 
should l)e renegotiated on the articles it hapi)ens to sell to the government and 
be free of renegotiation on the same articles it sells in commercial channels. 

The only valid case that can be made for continued renegotiation is in the 
situations involving highly sophisticated complex weaimns systems, which liave 
never been produced before and which are produced under negotiated contracts. 
It would seem, however, that steps could be taken to handle such situations by 
appropriate additions to or revisions in the procurement regulations. 

If, however, renegotiation is to l)e continued, as I am confident it will l>e, I feel 
it should be conducted by an impartial and eflBcient Board with an adeijuate 
staff. I think it should be governed by the general principles and regulations 
of the Renegotiation Act of 1951, as amended, but that the emphasis in judging 
whether or not contractors realized excessive profits should be dire<'ted as much 
as possible to their pricing record rather than to the amount of the renegotiable 
profits realized. The latter course invariably leads to the re<'apture of the profits 
of the efficient contractors and nobody else. 

I think it is high time that Congress should beccmie primarily interested in 
the government obtaining the l)est merchandise at th lowest price, instead of 
indulging in the obsession of wanting to know the profits made on this 
merchandise. 

Alexander Kirk. 
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qpera.'bcQi&l •dr^lar ^'•^tfewf^stk. It w^ti« ± v^lu^H±Ilfl^ imBiriaare:. £te* f cafs* «e9iiica«eA>^ *iid 
should !•€* c<p«e!rkT5vC;lZ •c>c4j a. tijeixm. ^ zotiiMaiidl imiiBnpeiiiCT'.. Tlie foinall ^wnKSr 

Trrai ir X-ercnitTDCC;*- A^r.. !r'wjf*!i.'**e. «>:t.TnrM: Afcnr i .^mrjiiitfriL :&Mr!r!iM»^.. xail Pw- 

Most ZDeontiKrf -:<f XCA ±ti:7v> r^j^c tn ifti*- fo.-^ Adkd ?«• •AsoJ wijoi^ nftie IbnuipKSaiiMCL 
Bciftrd «iixic«f' i±i^ ^i!K«Siaf«' •^ttiw^ ;c«?i4hif«DK tvc iikie «(«HiiimR«nBL imistaRt asiA Mil 

dsMVKw ft? "^^ TOiiisr^ ^«Er:. •{!LZ: <>«^2f-t£^'t^ ■:S^ ^cssitiESft CBnmiisrnaS AEtftck* Ex- 

iDMY&fQ A70(*> E^^Kiijfni'c. viK^ l-5v^(h£ ti w^^fii^d i«WfillIl^ nufcc* cwotsr and Iwr- 
drnwozH* for fftn.T»«s t.:= "*C Tf- ":a««- xr ■ T^Hn.iitfgE. F*b- jftn* isrs: "Sibp <n&iiiuc9» wv«Bd 

ite ^W^sikiiTDCfL '^Ibi'T T^if 3Ztf^^zj.'«aL -vc^ili^ ^ae '(c xw^F^isic: aaifl IkMnr ^mtf. oi wmid 
Tattoo Ti* 5i:iiT£ i :• a^;*: v a. li**- ■*-x-hii,; o :c. Ox l'^^ctjse. "ih** ^'IRtmieiizbp^ niitii: ^m!^mni» 

7ir:git»«wi ,: ri»*- jlH !!f i rrt.T.7**c -^tCs tIh- r»«s.Tii^!*c i.iiifrnic Hrtf Ikni> vcvnAnre fa tfce 

■wiTlKiin T«j»ftfcli"iic iiT. v«Ca :i* :g5ifHw£ Tf tXT citLiiflef ix "Aip 5&£iiiAfcsit f 
Arric!H' Es:«iujirj»ii*. irXa^l **!•* itl£ ?*«n»t.-x -x :t* ^rwwL" f urn*. 

TlH* nTfijwHa.: J. >*c 4 f tf H.SL 4*Ki* Tiia.-: r'Wi^rf rlij-ni fit ^ •(•{inftwtvi fty tfviaw 
loie niiof*^ 7r(*i^n?T Hit** t-:-J£:i -r-f^rjc Ix r*iir tm^ innnftwip .««» •€ vtirvrd- 

tifaiLi ffHT 'fTljf' {•oifm'"'*r x^ini^L lit-* rl* ***•••: #i! 

fwOf«<rim. Onrudn^ "Ha ta&ftf rtrt^T^ irrrLic 7«$m^: l;x. lofdm' fii2l» julns v» aB — 
^tnrhiftlTvc Tib* ^uvniiDBic. 
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NCA supports the effort of the subcommittee in raisiuK the "minimum amount 
subject to Renegotiation" (Sec. 6) to $4,000,000. As i)ointed out during the 
liearings, the ''minimum amount" should I>e raise<l to at least $5,000,000 and 
could be raiseil to $10,000,000. 

National Association of Manufactubebs. 

Washington, D.C., April 6, 1977. 
Hon. Joseph G. Minish, 

i^uhcommittee on General Oversight and Renegotiation, Committee on Banking, 
Currency and Housing, 17.8. House of Representatives, Rayhum Building, 
Washington, D.C. 

Dear Mr. Minish : The National Association of Manufacturers ("NAM") 
respectfully submits these comments for inclusion in the hearings record for 
H.R. 4082, "The Renegotiation Reform Act of 1977." 

We shall limit our comments to five particular portions of the bill which are 
of the greatest interest to our members. 

The NAM is a voluntary, non-profit business organization whose membership 
includes companies of all sizes and accounts for a major portion of manufac- 
turing business in the United States. Moreover, many of our members compete 
for and secure government procurement contracts, both defense and non-defense 
type. 

We believe that enactment of H.R. 4082 would exacerbate an existing trouble- 
some situation: controls and low profit expectations are making some present 
government suppliers hesitate to bid on new contracts and detering potential 
suppliers from ever entering the procurement area. The NAM fully agrees with 
the following statement made by Jacques S. Gansler, Deputy Assistant Secretary 
of Defense for Materiel Acquisition. 

"Subcontractors wete declining to bid on Defense business and, to keep their 
share of the Defense market, some large prime contractors, through acquisitions 
and expansion, began entering the subcontract field. . . . [C]ompetition decreased. 
. . . Innovations in engineering and manufacturing technology appeared to be 
sagging. . . . We became concerned that our needs for a viable Defense Industrial 
Base, capable of responding to emergency demands, were becoming threatened.'' 
(Emphasis supplied.) 

The NAM hopes that the Subcommittee will reflect upon the bill's potential 
effect upon competition, innovation, and the national defense capability. 

The first specific provision of the bill we wish to address is Section 2, contin- 
uing the Renegotiation Board. We do not think the concept of a renegotiation 
process should be accepted on a permanent basis. The NAM believes that any 
pricing and profit diflaculties should be addressed directly in the bidding portion 
of the procurement process, not during a post-completion renegotiation proce- 
dure. Amending existing procurement regulations rather than permanently add- 
ing another agency to the Federal bureaucracy is a more desirable solution and 
one which merits consideration. 

We would also like to address Section 5(b) of the proopsed legislation. That 
section would substantially amend the existing standard commercial articles 
exemption and would also direct the Renegotiation Board to study the exemp- 
tion and report back to Congress by December 31, 1977. In our view, it makes 
little sense to require the Board to study the standard commercial articles pro- 
vision after it has been significantly altered by the very same legislation which 
mandated the study. No action against the exemption should be taken until the 
results of a study of the exemption have been considered. We submit that rea- 
sonable pricing occurs with respect to those articles for which the exemption is 
claimed. Moreover, if a minimal incidence of excessive profits does occur, that 
isolated problem should be resolved by itself. Complete elimination of the stand- 
ard commercial articles exemption is unwarranted. Additionally, two of the 
proposed changes would virtually preclude use of the exemption for many com- 
panies: repeal of the "class" and "services" exemption and increasing the 
required level of non-defense sales for exemption qualification purposes to 75 
percent. 

The NAM also believes that Section 4 would impose a serious burden on the 
company subject to renegotiation. That section requires that each contract modi- 
fication or option providing for additional limits of the procured item or service 
is, for purposes of renegotiation, deemed to be a new contract or subcontract. 
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Most long-term procurement contracts are modified numerous times. This reality 
of government contracting must be taken into consideration. If H.R. 4082 is 
enacted contractors would be burdened with needlessly complex accounting and 
reporting requirements in order to be prepared for a renegotiation. 

Additionally, we would like to address that portion of Section 4 which directs 
the Board to renegotiate all contracts completed during a fiscal year by division 
or product line. The proposal precludes the use of a long-standing Board proce- 
dure. A segment of a company which sustains losses or low profit on contracts 
subject to renegotiation can offset these figures against another segment's con- 
tract's higher profit levels. This procedure has been critical to a company's deci- 
sion to bid on high-risk/low profit Defense contracts. To eliminate this procedure 
is of little sense in light of Deputy Assistant Gansler's comments concern- 
ing the erosion of a viable industrial base. 

We also take exception to the provision in Section 4 prohibiting the use of 
the percentage of completion accounting method. That method is generally recog- 
nized by the Internal Revenue Service which has not encountered widespread 
abuse by companies attempting to manipulate their incomes. Renegotiation Act 
accounting methods follow allowable federal income tax methods in numerous 
instances. There is no need to preclude a company holding a long-term contract 
from using this method, thus, creating a distorted bunching of profits and off- 
sets. 

In conclusion, we would like to endorse the approach Senator Mathias has 
taken in S. 822, which completely repeals the Renegotiation Act. He calls for 
reform in the negotiating process. 

The NAM appreciates this opportunity to submit this statement on H.R. 4082 
and hopes that Its comments will be considered. 
Sincerely, 

Forrest I. Rettgers, 
Executive Vice President. 

o 
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